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Milestones

JANUARY 01 o

LaserSight receives FDA clearance for distribution of AstraMax
Diagnostic Workstation, a revolutionary new device which can be
used to acquire diagnostic data for procedures that require precise
and accurate measurements of the eye.

APRIL "01

LaserSight launches UltraShaper Durable Keratome after being fully .
documented and tested in a broad-based market evaluation prior to

launch. No other keratome has been brought to market with this level of

clinical support.

SEPTEMBER "01
LaserSight licenses its “679 scanning pafent to Bausch & Lomb, the first license
granted by LaserSight to ifs “679 scanning patent and validation of the impor- .
tance of the patent in the advancement of laser vision correction and our
technology.

SEPTEMBER 01

FDA approves LaserSight's LaserScan LSX Excimer Laser System for LASIK

freatment of myopic astigmatism, a milestone which provides the Company

with the ability to capture a more significant share of the U.S. laser vision correc- .
tion market.

NOVEMBER "01

LaserSight launches nhew CustomEyes technology info infernational markets with
the intfroduction of the AstraScan Custom Laser System and CustomEyes Ablation
Planner, further enhancing visual outcomes achieved with its advanced technol-
ogy platform. .

JANUARY 02

United States Patent and Trademark Office reissues LaserSight’s U.S. Patent No.

5,520,679, (Ophthalmic Surgery Method Using Non-Contact Scanning Laser), formerly

known as the "679 patent as U.S. Patent No. RE37,504-confirming LaserSight’s broad

rights o scanning in refractive surgery, protecting the uniqueness of our LSX and .
AstraScan precision beam microspot scanning technology.

MAY ‘02

LaserSight enters into a patent licensing agreement with Alcon, Inc. relating
to LaserSight’s U. S. Patent No. RE37,504 (the '504 scanning patent) with provisions
that LaserSight and Alcon would cooperate in the future enforcement of the
patent and share in the funds generated by such future enforcement. ‘

AUGUST "02

LaserSight enters info strategic partnership with Shenzhen New Industries Medical
Development Co., People’s Republic of Ching, which includes the purchase of at
least $10 million worth of LaserSight products during the twelve month period
immediately following execution of the agreement, distribution of LaserSight
products in mainland China, Hong Kong, Macao and Taiwan, and a $2 million
equity investment in LaserSight Incorporated. '

Corporate
Profile .

LaserSight is a leading supplier of quality technology solutions for laser vision correction and has ‘
pioneered its patented precision microspot scanning technology since it was infroduced in 1992, iis

products include the LaserScan LSX® and AsfraScan® precision microspot scanning systemes, its inter-

national research and development activities related o the Astra family of products used to perform

custom ablation procedures known as CustomEyes and its MicroShape® family of keratome products.

The Astra family of products inctudes the AstraMax® diagnostic work station designed to provide .
precise diagnostic measurements of the eye and the CustomEyes Planner with CIPTA and

AstraPro® software; surgical planning tools that utilize advanced levels of diagnostic

measurements for the planning of personalized custom ablation freatments.




Dear Fellow ‘ _
" LaserSight Sharenolders:

Looking back, the past year has been challenging to the laser vision
correction business. The combined effects of an economic downturn
and the fragic events of September 11th presented difficulties never
before faced by this industry. Industry analysts reported that during
the summer of 2001 the laser vision correction (LVC) business experi-
enced its first ever slow down in growth, This significantly hampered
our ability fo sell our products, and as ¢ result, during August 2001 we
began an aggressive campaign to reduce spending and control
costs, including reducticns in staff, while continuing to ready ourselves fo
expand commercialization of cur products upon receipt of additional
FDA approvals. The events of September 11, 2001 further adversely
impacted the LVC industry and the already slowing economy.

As a result, procedure volumes declined and many laser purchases
were delaysd. We received our FDA LASIK/astignmatism approval on
September 28, 2001 during this negative economic downturn. The
November 2001 meeting of the American Academy of Ophthal-
mology was an opportunity for us to demonstrate our LSX® and
AstraScan® precision microspot scanning systems and our CustomEyes
custom ablation platform. With the tightening economic conditions
we were still able to achieve laser system sales during the later part
of the fourth quarter of 2001.

Important progress was made during 2001 and 2002 1o enhance the
commercialization of our products, including FDA approval for LASIK
treatment of myopia and myopia with astigmatism, successful inter-
national introduction and launch of our AstraScan® precision micro-
spot scanning system and CustomEyes Ablation Planning technology,
broadening of the claims of our scanning patent through reissue of
the patent by the United States Patent and Trademark Office, the
commercial launch of the AstraMax® Stereotopographer, licensing
our scanning patent, and most recently a strategic relationship with
Shenzhen New Industries Medical Development Co. and their Hong
Kong cffiliate relating to product sales, distribution and an eguity
investment in LaserSight.

We have taken many actions that set the stage for restoring share-
holder value. We have carefully managed expenses, reduced costs
and implemented stricter terms for sales in the internationat market,
Some of the strategic planning and cost reduction activities to
date include: ’ ’

e Redefinition and focus on our business strategy.

o Intensified sales activity in focused geographic areas with
financial terms more favorable to LaserSight.

o A 66% reduction in the number of employees.

o Consolidation of manufacturing facilities and a streamlining
of operations.

s A 54% reduction in Orlando, Florida facilities for all operations.

e Reductions in net cash used in operating activities. During
the six months ended June 30, 2002, net cash used in opera-
fions was reduced to $1.1 milion compared to $12.6 million
during the first half of 2001,

We remain in a challenging cash position and recognize that con-
finuing fo achieve our sales goals and maintaining strict financial
control is important to the Company’s continued operction. We are
committed to maintaining this focus as we have during the past
twelve months.

Today, even before we re-enter the U.S. market, we have demonstrated
our ability to undertake a furnaround strategy based on a smaller and
more efficient company capable of meeting our current level of
business activity and able to execute our plan for the international
market and for the U.S. market upon future FDA approvals. Our con-
finuing strategy must be fo increase revenues and leverage our
reduced cost structure to achieve positive cash flow in order to
ultimately reach profitability.

As we move forward with our new strategic partner and investor,
Shenzhen New Industries Medical Development Co. we have an
opportunity fo builld a new and successful LaserSight based on our
unigue and clinically proven technology. While we believe that this
Annual Report provides valuable information that will assist you in
evaluating LaserSight as an investment, we encourage you to refer
to LaserSight’'s more recent filings, including without limitation, our
Form 10-K, Form 10-Q and Form 8-K reports.

-

-

Michael R. Farris
President and Chief Executive Officer
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EXCIMER LASER

-

Laserscan LSX Excimer Laser System

The LaserScan LSX excimer laser systemn is based on precision micro-spot
scanning technology covered under its U.S. Patent No. RE37.504 (the '504
Scanning Patent). The Company’s excimer laser systems offer refractive
surgeons a unique combination of features not available with any other
refractive laser currently available in the U.S. market. These features
include the lowest laser fluence (82 millijoules per square centimeter)
delivered in a super gaussian precision sconned microspot beam, the
highest laser pulse repetition rate (200 Hz) approved by the FDA and

© patented beam scanning patterns that optimize refractive outcomes
and smoothness of the corneal surface.

astrama>x

3.-D STEREO|TOPOGRAPHER

AstraMax Diagnostic Workstation

The AstraMax integrated diagnostic workstation is based on technology and
patents acquired in 2000 from Premier Laser Systems, Inc. related to a devel-
opment project designed to provide front-to-back analysis and total refractive
measurement of the eye. Commercially released in Q2 2002, the diagnostic
measurements from the AstraMax can be utilized for a broad spectrum of
ophthalmic applications. The AstraMax diagnostic workstation can be utilized
in both ophthalmic and optometric practices to acquire diagnostic data for
procedures that require precise and accurate measurements of the eye.

. custom)

CUSTOM ABLATION

eyes

TREATMENT

Custom Eyes

LaserSight’'s CustomEyes approach to customized ablations is based on
the internationally proven and patented technology of the AstraScan
custom laser system and the clinically proven CustomEyes Custom
Ablation Planning Software. By combining the precision corneal diagnos-
tic capabilities of the AstraMax diagnostic workstation with CustomEyes
Planning Software and the AstraScan Custom Laser Systemn, the
LaserSight platform currently provides international refractive surgeons
advanced fechnology and a means to further enhance visual outcomes
achieved with our technology platform. '

vltrashaper

AUTOMATED|{K ERATOME

Ultrashaper Durable Keratome

The UltraShaper Durable Keratome is an automated, gear-driven keratome
designed fto provide consistent and reliable results from patient to patient.
Working with refractive surgeons, LaserSight was able 1o develop a design that
incorporates advancements into the UltraShaper that address a number of
the issues encountered with current keratome designs. The steady speed and
movement of the keratome during surgery in addition to several patented
features, yields repeatable results. The UltraShaper is part of LaserSight's
MicroShape family of keratome products which, in addition 1o the durable
keratome, includes UltraEdge keratome blades.
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Consolidated Financial Pata

The following selected consolidated financial data should be read in conjunction with the consolidated financial
statements and related notes and "Management’s Discussion and Analysis of Financial Condition and Results of
Operations” included elsewhere herein. The summary financial information as of and for each of the years in the
five-year period ended December 31, 2001 is derived from our consolidated financial statements for such years, The
financial data presented below have been restated to present the discontinued operations in accordance with
Accounting Principles Board Opinion No. 30.

(In thousands, except for per share amounts) 2001 2000 1909 1908 1997

Net sales « $ 13,468 $33,697 $21,.374 $17.080 523180
Gross profit : 6,083 18,892 11,753 11,031 11,010
Loss from operations (26,121) (21.787) (14.390) (10919 (8.141)
Gain on sale of subsidiaries — — — 364 4129
Loss from continuing operafions _ (22,663) (21,021) (13,712 (1,109 (5.252)
Net loss v : C {26,190y (21.430) (14.424) (11,882) (7.253)
Conversion discount on preferred stock — — — (859) 42)
Dividends and accretion on preferred stock — — — 2,752) (298)
Loss aftributable to common stockholders (26,190) (21.430) (14,424) (15,493)  (7,593)
Basic loss per common share (1.04) (1.02) 0.89) (1.26) (0.80)
Diluted loss per share (1.04) 1.02) 0.89) (1.26) 0.80)
Working capital 13,864 - 20,680 21,648 14,875 12,730
Total assets 36,310 51,876 49,379 43,873 50,461

Long-term obligations ' 2,926 110 100 560 500
Redeemable convertible preferred stock — — — — 11,477

Stockholders’ equity 15,472 37,335 39,578 34,015 27,040

LaserSight Incorperated and Subsidiaries Annual Report 2001
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Management's Discussion

and Analysis of Financial Condition and Results of Operations

The following discussion and analysis of LaserSight’s
consolidated resuifs of operations and consolidated
financial position should be read in conjunction with the
Selected Consolidated Financial Data and LaserSight's
consolidated financial statements, including the nofes
thereto, appearing elsewhere in this report. We have
significant liquidity and capital resource issues relative

to the timing of our accounts recelfvable collection and
the successful completion of new safes compared fo
our ongoing payment obligations and our auditors have
indicated that our recurring losses from operations and
net copifal deficiency raises substantial doubft about our
ability to continue as a going concern. See “Liquidity
and Capital Resources” and "Risk Factors and Uncer-
tainties—We have experienced significant losses and
operating cash flow deficits and we expect that operat-
ing cash flow deficits will continue and absent further
financing or significant improvement in sales, potentially
result in our inability fo contfinue operations.”

Al references to years are 1o LoserSiQh’r‘s fiscal years
ended December 31, 2001, 2000 and 1999, unless other-
wise indicated.

OVERVIEW

LaserSight’s net loss for 2001 was $26,189,692, or $1.04
per basic and diluted common share, on nef sales of
$13,468.039, while the net loss for 2000 was $21.430,081,
or $§1.02 per basic and diluted common share, on net
sales of $33,697,056. The net losses are primarily affrio-
utable to the expenses generated by our refractive
products segment.

LaserSight is principally engaged in the manufacture
and supply of microspot scanning excimer laser systems,

software for custom ablation planning and programming.

diagnostic products for precision measurements of the
eve, keratomes, keratome blades and other relafted
products used to perform procedures that correct
common refractive vision discrders such as nearsighted-
ness, farsightedness and astigmatism. Since 1994, we have
marketed our laser systems commercially in over 30

countries woridwide and currently have an installed base
of approximately 400 scanning laser systems outside the
U.S., including over 220 of our LaserScan LSX laser systems.

In November 1999, we received FDA approval for com-
merciclization of our LaserScan LSX laser systems in the
U.S., and shipments of that product in the U.S. began

in March 2000.

Our MicroShape family of keratome products includes
our UlfraShaper durable keratome, a control console, and
our UltraEdge keratome blades. We began commercial
shipments of our UltraShaper durable keratomes during
the second quarter of 2001, and anticipate that sale of
UltraEdge keratome blades will provide us with the
opportunity to participate in the significant growth in
refractive 1aser vision correction procedure volume by
generating a recurring revenue stream.

We believe that our LaserScan LSX laser system will make
a more significant contribution to our future operating
results as a result of the expected increase in shipments
of these laser sysfems to U.S. customers affer we received
FDA approval for tfreatment of myopia with astigmatism
in September 2001. In addition, the commercial launch of
our UltraShaper durable keratome in the fourth quarter
of 2001 and the expected commercialization of our
AstraMax diagnostic workstation during 2002 should
conftribute to our future operating results. As a result of
these significant developments, our historical financial
statements may not be indicative of our future perform-
ance. However, we expect to continue to incur a loss
and a deficit in cash flow at least through the first half

of 2002.

We dlso license our "504 scanning patent to other
participants in the excimer laser industry. For information
regarding our export sales and operating revenues,
operating profit (loss) and identifiable assets by industry
segment, see Note 14 of the Notes to Consolidated
Financial Statements.

LaserSight \mooArporoTed and Subsidicres Annual Report 2001
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RESULTS OF OPERATIONS

The following table sets forth, for the periods indicated, information derived from our consolidated statements of operations
expressed as a percentage of net sales, and the percentage change in such items from the comparable prior year
period. Any frends illustrated in the following table are not necessarily indicative of future results, The percentages
presented below have been restated to present the discontinued operations in accordance with Accounting Principles
Board Opinion No. 30.
Percentage Increase (Decrease)
Over Prior Periods
Year Ended December 31,

As a Percentage of Neft Sales
Year Ended December 31,

2001 2000 1999 - 2000to 2001 1999 to 2000
Statements of Operations Data:
Net revenues: ‘
Refractive products 97.1%  92.2%  90.8% (57.9% 60.1%
Patent services 29 7.8 9.2 (85.1) 33.6
Net revenues 100.0 100.0 100.0 (60.0) 57.7
Gross profit® 452 56.1 56.0 (67.8) 60.7
' Research, development and reguiatory expenses® 243 13.7 14.7 (29.2) 47.2
Other general and administrative expenses 176.4 65.2 74.9 8.2 37.2
Selling-related expenses® 34.7 22.6 22.0 (38.7) 61.8
Amortization of intangibles 3.7 7.0 10.7 (78.7) -3
Impairment 1oss — 12.2 — N/M N/M
Loss from operations (193.9)  (64.6) 67.3) 19.9 514

N/M Not meaningful,

1. As a percentage of net revenues, the gross profit for refractive products only for each of the three years ended December 31, 2001, 2000 and 1999 were
44%, 52% and 50%, respectively.

2. As a percentage of refractive product net revenues, research, development and regulatory expenses for each of the three years ended December 31,
2001, 2000 and 1999 were 25%, 15% and-16%, respectively.

3. As a percentage of refractive product net revenues, selling-related expenses for each of the three years ended December 31, 2001, 2000 and 1999 were

36%, 25% and 24%, respectively.

Year Ended December 31, 2001 Compaored to

Year Ended December 31, 2000

Revenues. Net revenues for the year ended December 31,
2001 decreased by $20.2 million, or 60%, to $13.5 million
from $33.7 million in 2000, :

During the year ended December 31, 2001, refractive
products revenues decreased $18.0 million, or 58%., to
.$13.1 miltion from $31.1 million in 2000. This revenue
decrease was primarily the result of decreased sales of
the LaserScan LSX excimer laser system, During the year
ended December 31, 2001, excimer laser system sales
accounted for approximately $11.4 milion in revenues
compared to $27.5 million in revenues in 2000. During
the year ended December 31, 2001, 46 laser systems
were sold compared to 90 laser systems sold in 2000.
The reduction in laser sales is primarily attributable fo
the delayed FDA approval of our laser in the U.S. for the
treatment of astigmatism and the general economic
slowdown in many regions of the world.

Net revenues from patent services for the year ended
December 31, 2001 decreased approximately §2.2 million,
or 85%, to $0.4 million from $2.6 million in 2000, due to

the March 2001 sale of most rights associated with the
Blum Patent.

LaserSight Incorporated and Subs|
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Cost of Revenues; Gross Profit. For the year ended
December 31, 2001 and 2000, gross profit margins were
45% and 56%, respectively. The gross margin decrease
during the year ended December 31, 2001 was primarily
attributable 1o decreased sales and lower average
selling prices of the LaserScan LSX excimer laser system,
causing overhead o be a higher percentage of sales.
In addition, royalty revenues decreased in 2001 as &
result of the sale of the Blum Patent in March 2001, The
decreased number of laser sales resulted in lower raw
material costs relating to the LaserScan LSX excimer laser
system of $4.9 million and there was a decrease in our
inventory obsolescence reserve of $0.9 million from 2000.

Research, Development and Regulatory Expenses.
Research, development and regulatory expenses for the
year ended Decemiber 31, 2001 decreased $1.3 million,
or 29%, to $3.3 million from $4.6 million in 2000. We con-
finued to develop our keratome systems and excimer
laser systems and contfinued to pursue protocols in our
effort to attain and expand our FDA approvals for our
refractive products. As a result of the continued develop-

“ment of our AstraMax diagnostic workstation, we expect

research and development expenses during 2002 to
contfinue at approximately the same levels incurred
during 2001. Regulatory expenses are expected to

“remain constant as a result of our continued pursuit of

iclicries Annual Report 2001
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Management's Discussion

and Ana].ysis of Financial Condition and Results of Operations (continued)

various FDA approvals, including pre-market approval
supplements, and the possible development of additional
pre-market approval supplements and future protocols
for submission 1o the FDA.

Other General and Administrative Expenses. Other gen-
eral and administrative expenses for the year ended
December 31, 2001 increased $1.8 million, or 8%, to

$23.8 mitlion from $22.0 million in 2000. This increase was
due to an increase in expenses incurred at our refractive
products operations of approximately $2.2 million related
to enhancements to the customer support and training,
sales and marketing and software development depart-
ments of $0.9 million and $1.4 million of legal fees related
to patent issues and litigation. The patent litigation, which
accounted for a significant portion of those legal fees,
was settled in May 2001, and we have expsrienced a
significant decrease in our legal expensas since that time.

Selling-Related Expenses. Selling-related expenses consist
of those items directly related fo sales activities, including
commissions on sales, royalty or license fees, warranty
expenses, and costs of shipping ond installation. Com-
missions and royalties, in particular, can vary significantly
from sale to sale or period to period depending on the
location and terms of each sale. Selling-related expenses
for the year ended December 31, 2001 decreased

$2.9 million, or 39%, to $4.7 million from $7.6 million in 2000.
This decrease was primarily atfribUtable to @ $1.4 milion
decrease in sales commissions resulting from lower sales
and o decrease of $1.5 million of warranty expense
primarily related to decreased laser system sales. Selling-
related expenses increased as a percentage of revenue
during 2001 over 2000. This increase primarily resulted
from additional license fee expense for our keratome
products of $0.4 million due to minimum royalties under
our January 2001 amended and restated license
agreement, regardless of keratome sales, and a higher
proportion in 2001 of international laser sales, which
include a royalty based on selling price, o total sales.
See "Risk Factors and Uncertainties—Company and
Business Risks—Required minimum payments under our
keratome license agreement may exceed our gross
profits from sales of our keratome products.” In addition,
the decrease in patent services revenue did not result in
a reduction of selling-related expenses, which are related
to refractive products.

Amortization of Infangibles. During the year ended
December 31, 2001, costs relating to the amortization

of intfangible assefs decrecsed $1.9 million, or 79%, to

$0.5 million from $2.4 million in 2000. This decrease was
due to the impairment loss incurred on certain infangible
assets at December 31, 2000 of approximately $4.1 million,
reducing future amortization expenses, and the sale of
the Blum Patent in March 2001 that had an unamortized
book value at the date of sale of approximately $2.4 million.

Our intangible assets include acquired fechnologies,
patents and license agreements.

Loss From Operations. The operating loss for the year
ended December 31, 2001 was $26.1 million compared
to the operating loss of $21.8 million in 2000. This increase
in the loss from operations was primarily due to the decrecse
in sales of our LaserScan LSX excimer laser system and

an incredse in other general and administrative expenses
related to our refractive products operations.

Other Income and Expenses. Inferest and dividend income
for the year ended December 31, 2001 was $0.6 million,

a decrease of $0.3 million from 2000. Interest and divi-
dend income was earned from the investment of cash
and cash equivalents and the collection of long-term
receivables related to laser system sales. Interest expense
of approximately $0.5 million for the year ended Decem-
ber 31, 20071 was primarily oftributable to the loan ond
credit facility we established in March 2001. Other income
included a net gain, after expenses associated with the
sale, of $4.0 million from the sale of the Blum Patent in
March 2001. The patent was sold for $6.4 million net of
related expenses and, prior 1o the sale, had a book value
at the date of sale of approximately $2.4 million. Other
expenses for the year ended December 31, 2001 included
approximately $0.6 million in payments related to the
sefflement of patent litigation.

Income Taxes. For the year ended December 31, 2001

- ond 2000, LaserSight had no income tax expense.

Discontinued Operations. Costs relafed to the discontin-
ued operations of the health care services segment were
$3.5 million during the year ended December 31, 2001
compared to $0.4 million during the year ended Decem-
ber 31, 2000. The increase included approximately $3.0
million of goodwill impairment resulting from the decision
to discontinue the operations and a provision for losses
during the phase out period of $0.1 million.

Net Loss. Net loss for the year ended December 31, 2001,
was $26.2 million compared to a net loss of $21.4 million
in 2000. The increased net loss for the year ended Decem-
ber 31, 2001 can be attributed to the decrease in sales
of our LaserScan LSX excimer laser system, an increase in
other general and administrative expenses related to

our refractive products operations and the discontinued
health care services operations, partially offset by the
gain generated by the sale of the Blum Patent.

Loss Per Share. The ioss per basic and diluted share was
$1.04 for the year ended December 31, 2001 and $1.02
in 2000. During the year ended December 31, 2001, the
weighted average shares of common stock outstanding
increased primarily due to the conversion of preferred
stock during 2000 and 2001, the Septemibser 2000 private
placement of common stock, the issuance of common

LaserSight Incorporated and Subsidiaries Annual Report 2001
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stock related to our July 2001 financing and the issuance
of shares related to the amended and restated license
and royalty agreement related 1o our keratome products.

Year Ended December 31, 2000 Compared to

Year Ended December 31, 1999

Revenues. Net revenues for the year ended December 31,
. 2000 increased by $12.3 million, or 58%, to $33.7 million
from $21.4 million in 1999,

During the year ended December 31, 2000, refractive
products revenues increased $11.7 million, or 60%, to
$31.1 million from $19.4 million in 1999. This revenue
increase was primarily the result of increased sales of the
LaserScan LSX due fo our ability to sell laser systems in the
U.S., the higher price of the LaserScan LSX excimer laser
system and the infroduction of our blade and keratome-
related products. See "Risk Factors and Uncertainties—
Industry and Competitive Risks—We cannot assure
you that our keratome products will achieve market
acceptance.” During the year ended December 31, 2000,
excimer laser system sales accounted for approximately
$27.5 million in revenues compared to $17.0 million in
1999. During the years ended December 31, 2000 and
1999, respectively, LaserScan LSX system sales accounted
for substantially all excimer laser system sales. During the
year ended December 31, 2000, 90 Iaser systems were
sold, compared fo 65 laser system sales in 1999, Of the

90 laser systems sold in 2000, 7 were discounted sales to

existing customers compared to 65 laser systems sold that

included 14 discounted sales to existing customers in 1999,

Net revenues from patent services for the year ended
December 31, 2000 increased approximately $0.6 million,
or 34%, to $2.6 million from $2.0 million in 1999, due to
increcsed licensing fees.

Cost of Revenue; Gross Profits. For the years ended
December 31, 2000 and 1999, gross profif margins were
56% and 55%, respectively. The gross margin increase
during the year ended December 31, 2000 was primarily
aftributable to increased sales of the LaserScan LSX
excimer laser system and higher patent and health care
services revenues. These increased sales were partially
offset by higher raw material costs reiating o the
LaserScan LSX excimer laser system and an increase in
our inventory obsolescence reserve of $1.0 million. This
additional reserve primarily relates to a write down of
our gesthetic inventory, consisting mainly of erbium lasers
used for skin resurfacing. This product line is not part of
our focus on refractive products.

Research, Development and Regulatory Expense. -
Research, development and regulatory expenses for the
year ended December 31, 2000 increased $1.5 million, or
47%, to $4.6 miflion from $3.1 million in 1999, We continued
to develop our keratome systems, excimer laser systems
and confinued to pursue expanded FDA approvals for

our refractive products and added the development of
new technologies like our AstraMax diagnostic workstation.
Regulatory expenses continued as a result of our contin-
ued pursuit of FDA approvals, pretocols added during
1999 related to the potential use of our laser systems for
freatments utilizing the LASIK procedure, pre-market
approval supplements added during 2000 and the
possible development of additional pre-market approval
supplements and future protocols for submission to

the FDA.

Other General and Administrative Expenses. Other gen-
eral and administrative expenses for the year ended
December 31, 2000 increased $6.0 million, or 37%, to
$22.0 million from $16.0 million in 1999, This increase was
due to an increase in expenses incurred at our refractive
products subsidiary of approximately $6.3 million over
1999. These included enhancements primarily to the
customer support and training, sales and marketing
departments, including the establishment of a U.S. sales
department, of $3.0 million, the establishment of our
European operation of $0.6 million, higher depreciation
costs of $0.4 million and $1.2 million of legal fees related
to patent issues and litigation. See “Risk Factors and
Uncertainties—Financial and Liquidity Risks—If our
uncollectible receivables exceed our reserves we will
incur additional unanticipated expenses, and we may
experience difficulty collecting restructured receivables
with extended payment terms.”

Selling-Related Expenses. Selling-related expenses consist
of those items directly related to sales activities, including
commissions on sales, royalty or license fees, warranty
expenses, and costs of shipping and installation. Com-
missions and royalties, in particular, can vary significantly
from sale to sale or period to period depending on the
location ond ferms of each sale. Selling-related expenses
for the year ended Decemicer 31, 2000 increased $2.9
million, or 62%, to $7.6 million from $4.7 million in 1999, This
increase was primarily atfributable to a $1.0 million increase
in sales commissions resulting from increased laser system
sales, an increase of $1.1 million in license fees primarily
resulting from the infroduction of our keratome products
and an increase of $1.0 million of warrarity expense pri-
marily related to increased laser system sales, During the
last six months of 2000, $0.8 million of keratorme-related
royalties resulted from minimum royalty obligations. See
"Risk Factors and Uncertainties—Company and Business
Risks - Required minimum payments under our keratome
license agreement may exceed our gross profifs from
sales of our keratome products.”

Amortization of Intangibles. During the year ended
December 31, 2000, costs relating to the amortization

of infangible assets was $2.4 miltion, approximately the
same as in 1999, ltems directly related 1o the amortization
of infangible assets are acquired technologies, patents
and license agreements,

LaserSight Incorporated and Subsidiaries Annucl Report 2001
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Management’s Discussion

and Analysis of Financial Condition and Results of Operations (continucd)

Impairment Loss. During the fourth quarter of 2000, we
recorded an impairment loss of approximately $2.3 million
related to goodwill of cur LaserSight Centers subsidiary.
The combination of increased price competition and
resulfing losses in many other laser centers businesses
during 2000 and our increased focus on refractive prod-
uct development and commercialization resulted in
management’s decision in late 2000 to abandon the
strategy of a mobile laser business. As a result, manage-
ment performed an evaluation of the recoverability of
such geodwill, and concluded that a significant impair-
ment of infangible assets had occurred. An impairment
charge was required because the carrying value of the
assets could not be recovered through estimated net
cash flows.

During the fourth quarter of 2000, we also recorded an
impairment loss of approximately $1.8 million related to
the PMA application acguired in 1997, in December 2000,
we submitted to the FDA our own PMA supplement
representing data from clinical trials performed on our
LSX laser system, an advantage over the PMA application
acquired in 1997.In addition, the FDA has audited and
approved our manufacturing operation for the LSX laser
systemn, This December 2000 submission resuited in man-
agement’s decision to abandon further efforts related to
the PMA application acquired in 1997. As a result, man-
agement performed an evaluation of the recoverability
of such intangible asset, and concluded that o significant
impairment of it had occurred. An impcairment charge
was required because the carrying value of the assets
could not be recovered through estimated net cash flows.

Loss From Operations. The operating loss for the year
ended December 31, 2000 was $21.8 million compared
fo the operating loss of $14.4 million in 1999, This increase
in the loss from operations was primarily due fo the
increase in sales of our LaserScan LSX excimer laser system
and an improvement in the operating gain generated
by our patent services subsidiary, more than offset by an
increase in other general and administrative expenses
related to our refractive products operations as well as
impcirment loss of $4.1 million.

Other Income and Expense. Interest and dividend income

. for the year ended December 31, 2000 was $0.9 million,
an increase of $0.1 million over the comparable period
in 1999, Interest and dividend income was earned from
the investment of cash and cash eqguivalents and the
collection of long-term receivables related to laser system
sales. Inferest expense for the years ended December 31,
2000 and 1999 was not material,

Income Taxes. For the years ended December 31, 2000
and 1999, LaserSight had no income tax expense as a
result of net losses.

Discontinued Operations. Costs related fo the discontin-

ued operations of the health care services segment
were $0.4 million during the year ended December 31,
2000 compared to $0.7 million during the year ended
December 31, 1999. The improvement resulted from
increased revenues during 2000,

Net Loss. Net (oss for.the year ended December 31, 2000,
was $21.4 million compared to a net loss of $14.4 million
in 1999.The increase in net loss for the year ended
December 31, 2000 can be attributed to the increase

in sales of our LaserScan LSX excimer laser system and

an improvernent in the operafing gain generafed by our
patent services subsidiary, more than offset by an increase
in other general and administrative expenses related to
our refractive products operations as well as an impair-
ment loss of $4.1 mitlion.

‘Loss Per Share. The loss per basic and diluted share was

$1.02 for the year ended December 31, 2000 and $0.89
in 1999, During the year ended December 31, 2000, the
weighted average shares of common stock outstanding
increased primarily due to the conversion of preferred
stock, private placements of common stock and the
exercise of options and warrants.

LIQUIDITY AND CAPITAL RESOURCES

We have significant liquidity and capital resource issues
relatfive to the timing of our accounts receivable collec-
fion and the successful completion of new sales compared
to our ongoing payment obligations. We believe we will
need fo generate increased revenues, collect them and
reduce our expenditures relative to our recent history.
While we are working 1o achieve these improved results,
we cannot assure you that we will be able to generate
increased revenues and coflections to offset required
cash expenditures.

Our working capital remains positive (approximately

$8.0 million as of the end of March 2002), though the
timing of the conversion of our current assets info cash is
not totally in our control. For example, we cannot dictate
the timing of the collection of our accounts receivable
with our customers and converting our inventory is depen-
dent on our ability to generate new sales of our products
and collect the sales price in a timely manner.

Management expects LaserSight’s cash and cash-
equivalent balances and funds from operations (which
are principally the result of sales and collection of
accounts receivable) will be sufficient to meet its antici-
pated operating cash regquirements for only the next
two to four weeks in the absence of LaserSight obtaining
an additional source of capital or a significant improve-
ment in our cash flows from operations. Our expectations
regarding future working capital requirements and our
ability to continue operations are based on various
factors and assumptions which are subject to substantial
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uncertainty and risks beyond our control and no assur-
ances can be given that these expectations will prove
correct. The occurrence of adverse developments related
to these risks and uncertainties or others could result in
LaserSight being unable to generate additional sales and
collect new and outstanding accounts receivable and
the incurence of unforeseen expenses or LaserSight being
unable to control expected expenses and overhead. If
we fail to generate additional sales and collect new and
outfstanding accounts receivable or incur unforeseen
expenses or fail fo control our expected expenses and
overhead, we will likely be unable to continue operations
for the expected two to four week pericd in the absence
of obtaining additional sources of capital.

We are actively seeking investors to invest in the range of
$1.5 million to $3.0 million in equity and/or debt, as well
as distribution agreements for certain products, which
would provide temporary relief from our current liquidity
pressures. However, even if we succeed in completing a
financing transaction, we cannot assure you that we will
be able to generate increased revenues and collections
to offset required cash expenditures in a timely manner.
Additionally, if we are able to enter transactions to meet
our liquidity needs, it could be on terms that seriously
dilute our present stockholders or significantly restrict the
flexibility of our business. See “Risk Factors and Uncertain-
ties—Industry and Competitive Risks—We cannot assure
you that we have the liquidity to survive long enough

to achieve market acceptance with our products in

the U.S.” and "—Financial and Liquidity Risks—We have
experienced significant losses and operating cash flow
deficits and we expect that operating cash flow deficits
will continue and absent further financing or significant
improvement in sales, potentially result in our inability

to continue operations.”

Our principal sources of funds have historically been
from sales of preferred sfock and common stock, sales of
subsidiaries and patent rights and, to a lesser extent, our
operating cash flows. We issued equity securities totaling
approximately $14.8 million in 1997, $15.8 million in 1998,

- $8.9 million in 1999, $1%.1 million in 2000 and $3.0 million in
2001, and received proceeds from the exercise of stock
options, warrants and our Employee Stock Purchase Plan
of approximately $98,000 in 1997, $0.5 million in 1998,
$10.4 million in 1999, $85,000 in 2000 and $67,000 in 2001.
In addition, we sold subsidiaries and various patent rights,
resulfing in proceeds to us of approximately $10.5 million
in 1997, $12.7 million in 1998 and $6.5 mitlion in 2001.
Additionally, we received $5.0 million in 2001 for a paid-up
license to our ‘679 Scanning Patent. We have principally
used these capital resources to fund operating losses,
working capital requirements, capital expenditures,
acgquisitions and retirement of debt. At December 31,

- 2001, we had an accumulated deficit of $85.8 million.

On March 1, 2001, we completed the sale of U.S. Patent
No. 4,784,135 (Blum Patent) for a cash payment of

$6.4 milion, net of related expenses. We retained a non-
exclusive royaity-free license under the patent, which
relates to the use of ultraviolet light for the removal of
organic tissue. Our net book value of the patent af the
date of the sale was approximately $2.4 miliion.

On March 12, 2001, we established a $3.0 million term
loan and $10.0 million revolving credit facility with Heller,
We borrowed $3.0 million under the term loan at a rate
per annum equal to two and one-half percent (2.5%)
above the prime rate. Interest is payable monthly and

- the loan must be repaid on March 12, 2003, Under the

credit facllity, we have the option to borrow amounts at
a rate per annum egual o one and one-gquarter percent
(1.25%) above the prime rate for short-term working
capital needs or such ofher purposes as may be
approved by Heller, Borrowings are limited to 85% of
eligible accounts receivable related to U.S. sales. Eligible
accounts receivable will primarily be based on future
U.S. sales, which are expected to increase with thé recent
"FDA approval of our laser for the treatment of nearsight-
edness with astigmatism. Borrowings under the loans

are secured by substantiolly alt of the Company’s assefs.
The term loan and credit facility require us to meet certain
covenants, including the maintenance of a minimum

net worth. The terms of the loans extend to March 12,
2003. In addition to the costs and fees associated with
the transaction, we issued to Heller @ warrant to purchase
243,750 shares of common stock at an exercise price of
$3.15 per share. The warrant expires on March 12, 2004,
At March 29, 2002, we had no borrowings under the
revolving credit facility. Future availability under the
revolving credit facility is dependent upon ongoing U.S.
sales of products.

In July 2001, we completed a $3.0 million private place-
ment of series F convertible participating preferred stock.

Effective February 15, 2002, the Company’'s covenants
on the term note payable to Heller were'amended fo
decrease the required minimum level of net worth and
astablish a minimum level of tangible net worth and
minimum quarterly revenues during 2002. In addition,
monthly principal payments of $10,000 begin in February
2002, increasing to $20,000 monthly in June 2002 and
$30,000 monthly in October 2002,

Our working capital decreased $6.8 million from $20.7
million at December 31, 2000 to $13.9 million as of
December 31, 2001. This decrease in working capital
resulted primarily from the net loss of $26.2 million offset
by cash generated from the sale of a patent, the licens-
ing of patents, the July 2001 private placement and

the proceeds of the term loan, for net proceeds of
$18.6 million.
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and ,/.-\.na].ysis of Financial Condition and Results of Qperations (continuad)

Operating activities used net cash of $17.7 million during
the year ended December 31, 2001, compared o
$15.7 million during the year ended December 31, 2000.
We expect to incur a loss and a deficit in cash flow from
operations for the first half of 2002, There can be no
assurance that we can regain or sustain profitability or
positive operating cash flow in any subsequent fiscal
period. Net cash provided by investing activities of

$6.1 million during the year ended December 31, 2001,

can be attributed primarily to the sale of the Blum patent. .

As of December 31, 2001, we had no significant commit-
ments for capital expenditures. Net cash provided from
financing activities during the year ended December 31,
2001 of $5.8 million can be attributed to entering into
the term loan agreement and the $3.0 million private
placement in July 2001, described above.

LaserSight had approximately $0.3 million of cash and
cash equivalents available, as of April 1, 2002, to fund
continuing operations and is currently facing significant
liquidity and capital resource concerns. Management
expects LaserSight’s cash and cash equivalent balances
and funds from operations (which are principally the
result of sales and coliection of accounts receivable)

will be sufficient to meet its anticipated operating cash
requirements for the next two to four weeks in the absence
of LaserSight obtaining an additional source of capital

or a significant improvement in our cash flows from
operations. This expectation is based upon assumptions
regarding cash flows and results of operations over the
next two to four weeks and is subject to substantial
uncertainty and risks beyond our control. If these assump-
tions prove incorrect, the duration of the time period
during which LaserSight could continue operations could
be materially shorter. The risks and uncertainties regarding
management’s expectations are more fully described
under the heading "Risk Factors and Uncerfainties—
Financial and Liquidity Risks—We have experienced
significant losses and operating cash flow deficits and
we expect that operating cash flow deficits will continue
and absent further financing or significant improvement
in sales, potentially result in our inability to continue
operations.” There can be no assurance that sales and
collection of accounts receivables will meet the level of
management’s expectations.

There can be no assurance;

* that our recent FDA approval for the treatment of
nearsightedness with or without astigmatism, in
September 2001, will result in increased sales and
a corresponding increase in cash flows from
operations, or

= s fo the correctness of the other assumptions
underlying our business plan or our expectations
regarding our working capital requirements or
our ability to continue operations,

Since September 2001, we have experienced a modest
increase in U.S, sales (and collection of accounts receiv-
able) as a result of our recent FDA approval. We will
require additional financing to continue operations unless:

e our recent FDA approval results in a significant
increase in U.S. sales of our LaserScan LSX excimer
laser system (with ¢ corresponding inCrease in
cash flows from operations), and ,

e there are no unanticipated delays in the commer-
cial release of our AstraMax diagnostic workstation.

We are currently seeking opportunities for additional
financing through a private placement of our common
stock or debt financing and, more broadly, have retained
McColl Partners LLC as our financial advisor to assist us in
exploring strategic options (including the possible sale of
LaserSight or its assets). There can be no assurance that
our exploration of financing opportunities and strategic
opfions will result in our obtaining sufficient financing, on
acceptable terms, to permit our continued operations or
identify any other viable option for LaserSight. Additionally,
to the extent we are able to obtain additional financing
to address our current liquidity concerns we may be
required to seek additional debt or equity finoncing in
the future to implement our business plan or any changes
thereto in response to fufure developments or unantici-
pated contingencies. There can be no assurance that
any additional financing would be available or that the
terms of any available financing would be acceptable.
Future availability of our existing $10.0 million credit facil-
ity is totally dependent upon future U.S. sales of products.
See "Risk Factors and Uncertainties—Financial and
Liguidity Risks—We could reGuire additional financing,
which might not be available if we need it.”

Our expectations regarding future working capital
requirements are based on various factors and assump-
tions including: the successful reduction of our cost
structure, anticipated cash flows from operations
(including our success in making sales and the coliection
of accounts receivable), the uncertain timing of addi-
fional supplemental FDA approvals for our LaserScan LSX
excimer faser system (which could contfinue to negatively
impact our sales during 2002), potential growth in laser
sales after receipt of further FDA approvals, increases

in accounts receivable and inventory purchases when
sales increase, the potential for borrowing under our
revolving credit facility, the uncertain impact of the market
introduction of our UltraShaper durable keratomes and
AstraMax diagnostic workstations, commercial accept-
ance of our UltraEdge keratome blades, the anticipated
fimely collection of receivables and the absence of -
unanticipated product development and marketing
costs. See "Risk Factors and Uncertainties—Industry

and Competitive Risks—We cannot assure you that our
keratome products will achieve market acceptance”
and "—We cannot assure you that our LaserScan LSX
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laser system will achieve market acceptance in the U.S.,
and our business model for selling our laser system in the
U.S.Is new and unproven.” These factors and assumptions
are subject to certain contingencies and uncertainties,
some of which are beyond our control and no assurances
can be given that these expectations will prove correct.
Similarly, our long-term liquidity will be dependent on the
successful entrance info the U.S. market of our laser sys-
tems, the successful entrance info U.S. and internationat
markets of our diagnostic workstation and keratome
products, and our ability to collect our receivables on

a timely basis. :

EFFECT OF RECENT ACCOUNTING PRONOUNCEMENTS
In-July 2001, the Financial Accounting Standards Board
(FASB) issued Statement No. 141, "Business Combinations,”
and Statement No. 142, "Goodwill and Other Intangible
Assets,” Statement 141 requires that the purchase method
of accounting be used for all business combinations
inifiated after June 30, 2001. Statement 142 will require
that goodwill and intangible asserts with indefinite use-
ful lives no longer be amortized, but instead tested for
impairment at least.annually in accordance with the
provisions of Statement 142, We adopted the provisions
of Statement No. 141 on July 1, 2001 and the provisions

of Statement No. 142 on January 1, 2002. We do not
expect Statement No. 142 to have a material effect

on the consolidated financial statfements.

In October 2001, the FASB issued Statement No. 144
“Accounting for the Impairment or Disposal of Long-
Lived Assets,” which supersedes Statement No. 121
"Accounting for the Impairment of Long-Lived Assets

and for Long-Lived Assets to be Disposed Of." Statement
No. 144 also supercedes the accounting and reporting
provisions of APB Opinion No. 30 "Reporting the Results of
Operations-Reporting the Effects of Disposal of a Segment
of a Business, and Exfraordinary, Unusual and Infrequently
Occurring Events and Transactions.” Statement No. 144

is intended 1o establish one accounting model for long-
lived assets to be disposed of by sate and 1o address
significant implementation issues. We adopted Statement
No. 144 on January 1, 2002. We do not expect Statement
No. 144 to have a material effect on the consolidated
finoncial statements.

Critical Accounting Policies and Estimates

The preparation of our consolidated financial staterments
in.conformity with accounting principles generally
accepted in the United States of America requires us

to make estimates and assumptions that affect the
reported amounts of assets and liabilities and disclosure
of contingent assets and liabilities at the date of the
financial statements and the reported amounts of
revenues and expenses during the reporting period. Qur
estimates, judgments and assumptions are continually
evaluated based on availoble information and experi-
ence. Because of the use of estimates inherent in the

financial reporting process, actual results could differ from
those estimates. :

Certain of our accounting policies require higher degrees
of judgment than others in their application. These
include revenue recognition, estimating product warranty
reserves, the allowance for doubtful accounts, inventory
obsolescence reserves and impairment of long-ived
assets. In addition, Note 2 to the Consolidated Financial
Statements includes further discussion of our significant
accounting policies.

Management believes the following critical accounting
policies, among others, affect its more significant judg-
ments and estimates used in the preparation of its "
consolidated financial sfatements.

Revenue Recognition

We derive our revenue from primarily two sources:

(0 product revenue and (i) royailty revenue. The Company
recognizes revenue on its products upon shipment, pro-
vided that the persuasive evidence of an arangement
is in place, the price is fixed or determinable, collectibility
is reasonably assured, and fitle and risk of ownership have
been transferred. Transfer of title and risk of ownership
occurs when the product is shipped to the customer as
there are no customer acceptance provisions in our
sales agreements. Should management determine that
customer acceptance provisions are modified for certain
future transactions, revenue recognition in future report-
ing periods could be affected. Royalty revenue from

the license of patents owned is recognized in the
period eamed.

Product Warranty Reserves

We provide for the estimated costs of product warranties
at the time revenue is recognized. Our estimate of
costs to service the warranty obligations is based on
historical experience, including the types of service/parts
required to repair our products, the frequency of warranty
calls, and the component cost of the raw matericls and
overhead, as well as expectations of future conditions.
Management believes that the warranty reserve is
appropriate, however, to the extent we experience
increased warranty claim activity or increased costs
associated with servicing those claims, revisions to the
estimated warranty liability would be required.

Allowance for Doubtful Accounts

We must make estimates of the uncollectibility of our
accounts and notes-receivable balances. We estimate
losses based on the overall economic climate in -
the countries where our customers reside, customer
credit-worthiness, and an analysis of the circumstances
gssociated with specific accounts which are past due,
Our accounts and notes-receivable balance was
$13.4 million, net of aliowance for doubiful accounts
of $5.5 million, as of December 31, 2001. If the financial
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condition of our customers were to deteriorate, resulting
in an impairment of their ability fo make payments,
additional allowances may be required. We continually
evaluate the adequacy of our allowance for doubt-
ful accounts. ‘

Inventory Obsolescence Reserves

We maintain reserves for our estimated obsolete inventory.
The reserves are equal to the difference between the
cost of inventory and the estimated market vaiue based
upon assumptions about future demand and market
conditions. If actual market conditions are less favorable
than those projected by us, additional inventory write-
downs may be required.

impairment of Long-Lived Assets

We review long-lived assets and certain intangible assets
for impairment whenever events or changes in circum-
stances indicate that the carrying amount of an asset
may not be recoverable, Recoverability of assets to be
held and used is measured by a comparison of the
carrying amount of an asset to future undiscounted net
cash flows expected to be generated by the asset. if
such assets are considered to be impaired, the impair-
ment to be recognized is measured by the amount by
which the carrying amount of the assets exceeds the fair
value of the assets. Assets to be disposed of are reported
at the lower of the carrying amount or fair value less
costs to sell, Management believes that the estimates of

. future cash flows and fair value are reasonable; however,
changes in estimates of such cash flows and fair value
could affect the evaluations.

SEASONALITY, BACKLOG AND CUSTOMER PAYMENT TERMS
Based on our historical activity, we do not befieve that
seasconal fluctuations have a materialimpact on our
financial performance. .

To date, we have been able o ship laser units as orders
are received. As a result, order backlog is not a meaning-
ful factor in our business.

In the U.S., we expect that sales of our laser systems wilk
generally be to customers with approved credit, and we
anticipate that the purchase price for such laser systems
will generally be paid 1o us within 60 days of shipment.

in international markets, uniess ¢ letter of credit or other
acceptable security has been obtained, we generally
require a down payment or deposit from our laser system
customers at or before installation. On occasion, it is
necessary fo meet a competitor’'s more liberal terms of
payment, In those and other cases, we may provide ferm
financing. Our internally-financed sales with repayment
periods exceeding 18 months {(measured from the instal-
lotion date) were five systems in 1999, 12 systems during
2000 and 14 systems in 2001, In our experience, sales of
major capital equipment such as excimer laser systems
in certain areas, including much of South and Ceniral .

America, often require payment terms ranging from 12
o 24 months.

RISK FACTORS AND UNCERTAINTIES

The business, results of operations and financial condition
of LaserSight and the market price of our common stock
may be adversely affected by a variety of factors, includ-
ing the ones noted below:

FINANCIAL AND LIQUIDITY RISKS

We have experienced significant losses and operating
cash flow deficits and we expect that operating cash
flow deficits will continue and absent further financing or
significant improvement in sales, potentially resuit in our
inability to continue operations.

We continue to be challenged by our significant fiquidity
and capita! resource issues relative o the timing of our
accounts receivable collection and the successful
completion of new sales compared to our ongoing
payment obligations. We believe we will need to gener-
ate increased revenues, collect them and reduce our
expenditures relctive to our recent history. While we are
working to achieve these improved results, we cannot
assure you that we will be able to generate increased
revenues and collections to offset required cash expen-
difures in a fimely manner.

Our working capital remains positive (approximately

$8.0 million as of the end of March 2002), though the
fiming of the conversion of our current assets into cash is
not totally in our control. For example, we cannot dictate
the timing of the collection of our accounts receivable
with our customers and converting our inventory is
dependent on our ability to generate new sales with our
products and collect the sales price in a timely manner.

In addition, we are acftively seeking investors to invest in
the range of §1.5 million to $3.0 million in equity and/or
debt, as well as distribution agreements for certain
products, which would provide temporary relief from our
current liquidity pressures. However, even if we succeed

in completing a financing transaction to address our
current liguidity concerns, we cannot assure you that

we will be able to generate increased revenues and col-
lections to offset required cash expenditures in a fimely
manner. Additionally, if we are able to enter transactions
to meet our liquidity needs, it could be on terms that
seriously dilute our present stockholders or significantly
restrict the flexibility of our business. See *Management’s
Discussion and Analysis of Financial Condition and Results
of Operations—Liquidity and Capital Resources” and
"Risk Factors and Uncertainties—Industry and Competitive
Risks—We cannot assure you that we have the liquidity
to survive long enough to achieve market acceptance
with our products in the U.S”
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We experienced significant net losses and deficits in cash
flow from operations for the years ended December 31,
2001, 2000 and 1999, as set forth in the following table. We
cannot be certain that we will be able to achieve or sus-
tain profitability or positive operating cash flow in the
future.

Year Ended December 31, 2001 2000 1999
Net loss $26.2 million 5214 million  $14.4 million
Deficit in cash flow

from operations $17.7 million  $15.7 milion  $11,7 million

As of December 31, 2001, we had an accumulated deficit
of $85.8 million. LaserSight had approximately $0.3 million
of cash and cash equivalents available, as of April 1, 2002,
to fund continuing operations and is currently facing
significant liquidity and capital resource concerns.
Management expects LaserSight’s cash and cash equiv-
alent balances and funds from operctions (which are
principally the result of sales and collection of accounts
receivable) will be sufficient to meet its anficipated
operating cash requirements for only the next two to
four weeks in the absence of LaserSight obtaining an
additional source of capital or a significont improvement
in our cash fiows from operations. Our expectations
regarding future working capital requirements and our
ability to continue operations are based on various factors
and assumptions including: the successful reduction of
our cost structure, anficipated cash flows from operations
(including our success in making sales and the collection
of accounts receivable), the uncertain timing of addi-
fional supplemental FDA approvals for our LaserScan LSX
excimer laser system (which could continue to negatively
impact our sales during 2002), potential growth in laser
sales affer receipt of further FDA approvals, increases in
accounts receivable ‘and inventory purchases when sales
increase, the potential for borrowing under our revolving
credit facility, the uncertain impact of the market intro-
duction of our UtraShaper durable keratomes and
AstraMax diagnostic workstations, commercial accept-
ance of our UltrakEdge keratome blades, the anticipated
timely collection of receivables, and the absence of
unanticipated product development and marketing
cosfs. These factors and assumptions are subject to
substantial uncertainty and risks beyond our control and
no assurances can be given that these expectations will
prove correct. These risks and uncertainties include:

< our ability to sell products and collect accounfs
receivables at or above the level of manage-
ment’s expectations, ‘

* the willingness of trade creditors to continue to
extend credit to LaserSight,

* the occurrence of unforeseen expenses and our
ability to control expected expenses and overhead,

 reductions and cancellations in orders,

= our ability to fulfill orders in light of our current
financial condition,

e our abllity to improve pricing and terms of interna-
fional sales,

o our abillity to infroduce new refractive products
that complement excimer laser systems,

o the loss of, or failure to obtain additional, customers,

= changes in pricing by our competitors,

e our ability to comply with the financial and other
covenants associated with our term foan and
revolving credit facllity, and

° the occurrence of property and casudalty losses
which are uninsured or that generate insurance
proceeds cannot be collected in a short time frame.

The occurrence of adverse developments related o

these risks and uncertainties or others could result in
LaserSight being unable to generate additional sales
and collect new and outstanding accounts receivable
and the incurrence of unforeseen expenses or LaserSight
being unable to control expected expenses and over-
head. If we fail fo generate additional sales and collect
new and outstanding accounts receivable or incur
unforeseen expenses or fail to control our expected
expenses and overhead, we will likely be unable to
continue operations for the expected two to four week
period in the absence of obtaining additional sources

of capital. We are currently seeking additional equity
and/or debt financing and, more broadly, have retained
McColl Partners LLC as our financial advisor to assist us in
exploring strategic options (including the possible sale of
LaserSight or its assets). There can be no assurance that
our exploration of financing opportunities and strategic
options will result in our obtaining sufficient financing, on
acceptable terms, to permit our continued operations or
identify any other viable option for LaserSight. If LaserSight
is unable to obtain additional sources of capital and its
operating activities fail to substantially improve to a level
that LaserSight can continue operations, we may file, or
be forced to file, bankruptcy or insolvency proceedings
or otherwise sell our assets to satisfy creditors. Bankruptcy
or insolvency proceedings or a sale of assets to satisfy
creditors would be unlikely 1o result in any value to
LaserSight’s stockholders. If we are able fo enter trans--
actions to meet our liquidity needs, it could be on terms
that seriously dilute our present stockholders or significantly
restrict the flexibility of our business.

With respect to management’s expectations regarding
LaserSight’s abllity to continue operations for the expected
period and the risks and uncertainties relating to those
expectations, readers are encouraged 1o review the
discussions under the captions "Risk Factors and Uncer-
fainties—If our uncollectible receivables exceed owr
reserves we will incur additional unanticipated expenses,
and we may experience difficulty collecting restructured
receivables with extended payment terms,” “—We require
additional financing, which we might not be able to
obtain,”*—We cannot assure you that our LaserScan LSX
laser system will achieve market acceptance in the U.S.,
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and our business model for selling our laser system in the
U.S.is new and unproven,” *—Required per procedure
fees payable to Visx under our license agreement may
exceed per procedure fees collected by us,” "—Our
supply of certain critical components and systems may
be interrupted because of our reliance on a limited
number of suppliers,” as well as the other items discussed
under the heading “Risks Factors and Uncertainties” and
Note 1 of our Notes to Consolidated Financial Statements
for the year ended December 31, 2001. These risks and
uncertainties can affect LaserSight’s ability to continue
operations for the expected period in absence of obtain-
ing additional capital resources.

If our uncollectible receivables exceed our reserves
we will incur additional unanticipated expenses, and
we may experience difficulty collecting restructured
receivables with extended payment terms.

Although we monitor the status of our receivables and
maintain a reserve for estimated losses, we cannot be
certain that our reserves for estimated losses, which were
approximately $5.5 milion at Decemiber 31, 2001, will be
sufficient to cover the amount of our actual write-offs
over time. At December 31, 2001, our net frade accounts
and notes receivable totaled approximately $13.4 million,
and accrued commissions, the payment of which gen-
erally depends on the collection of such net trade
accounts and notes receivable, fotaled approximately
$2.0 million. Actual write-offs that exceed amounts
reserved could have a maferial adverse effect on our
consolidated financial condition and results of operations,
The amount of any loss that we may have to recognize
in connection with our inability to collect receivables

is principafly dependent on our customers’ ongoing
financial condition, their ability to generate revenues
from our laser systems, and our ability to obtain and
enforce legal judgments against delinguent customers.

Our ability to evaluate the financial condition and
revenue-generating ability of our prospective customers
located outside of the U.S., and our ability fo obtain and
enforce legal judgments against customers located
outside of the U.S., is generally more limited than for our
customers focated in the U.S. Our agreements with our
international customers typically provide that the contracts
are governed by Florida law. We have not determined
whether or fo what extent courts or administrative agen-
cies located in foreign countries would enforce our right
to collect such receivables or o recover laser systems
from customers in the event of a customer’s payment
default. When a customer is not paying according to
established terms, we attempt to communicate and
understand the underlying causes and work with the
customer to resolve any issues we can control or influ-
ence. In most cases, we have been able to resolve the
customer’s issues and continue to coliect our receivable,
either on the original schedule or under restructured

terms. If such issues are not resolved, we evaluate our
legal and other alternatives based on existing facts and
circumstances. In most such cases, we have concluded
that the account should be written off as uncollectible.

At December 31, 2001, we had extended the original
payment terms of laser custorner accounts totaling
approximately $1.9 million by periods ranging from 5
fo 60 months. Such restructured receivables represent
approximately 9.9% of our gross receivables as of that
date. Our liguidity and operating cash flow would be
adversely affected if additional extensions become
necessary in the future. In addition, it would be more
difficult to collect laser system receivables if the payment
schedule extends beyond the expected or actual
economic life of the system, which we estimate fo be
approximately five to seven years. To date, we do not
believe any payment schedule extends beyond the
economic life of the applicable iaser system.

We require additional financing, which we might not
be able to obtain.

During the years ended December 31, 2001 and 2000,

we experienced deficits in cash flow from operations of
$17.7 million and $§15.7 million, respectively. Consequently,
we do not have sufficient capital resources to continue
operations teyond two to four weeks in the absence

of our obtaining an additional source of capital
resources, uniess:

o our recent FDA approval results in a significant
increase in U.S. sales of our LaserScan LSX excimer
laser system (with a corresponding increase in
cash flows from operations), and

< there are no unanticipated delays in the commer-
cial release of our AstraMax diagnostic workstation.

We are currently seeking additional equity and/or debt
financing and, more broadly, have retained McColl
Partners LLC as our financial advisor to assist us in explor-
ing strategic options (including the possible sale of
LaserSight or its assets). There can be no assurance that
our exploration of financing opportunities and strategic
options will result in our obtaining sufficient financing, on
acceptable terms, fo permif our continued operations
or idenfify any other viable option for LaserSight. Our
expectations regarding future working capital require-
ments are based on various factors and assumptions
including: the successful reduction of our cost structure,
anticipated cash flows from operations (including our
success in making sales and the collection of accounts
receivable), the uncertain timing of additional supple-
mental FDA approvals for our LaserScan LSX excimer laser
system (which could continue to negatively impact our
sales during 2002), potential growth in laser sales after
receipt of further FDA approvals, increases in accounts
receivable and inventory purchases when sales increase,
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the potential for borrowing under our revolving credit
facility, the uncertain impact of the market infroduction
of our UltraShaper durable keratomes and AstraMax
diagnostic workstations, commercial acceptance of

our UltraEdge keratome blades, the anticipated timely
collection of receivables, and the absence of unantici-
pated product development and marketing costs, See
*Risk Factors and Uncertainties—Industry and Competitive
Risks—We cannot assure you that our keratome products
will achieve market acceptance” and "—We cannot
assure you that our LaserScan LSX 1aser system will achieve
market acceptance in the U.S., and our business model
for selling our laser-system in the U.S.is new and unproven.”
These factors and assumptions are subject to certain
contingencies and uncertainties, some of which are
beyond our control and no assurances can be given
that these expectations will prove correct, Similarly, our
long-term liquidity wilt be dependent on the successful
enfrance into the U.S. market of our laser systems, the
successful entrance into'U.S. and international markets of
our diagnostic workstation and keratome products, and
our ability to collect our receivables on a timely basis.

On March 12, 2001, we established a $3.0 million term
loan and $10.0 million revolving credit facility with Heller,
‘We borrowed $3.0 million under the term loan at a rate
per annum equcl to two and one-half percent (2.5%)
above the prime rate. Interest is payable monthily and
the loan must be repaid on March 12, 2003. Under the
credit facility, we have the option to borrow amounts at
a rate per annum equal to one and one-quarter percent
(1.25%) above the prime rate for short-term working
capital needs or such other purposes as may be approved
by Heller. Borrowings are limited fo 85% of eligible accounts
receivable related to U.S. sales. Eligible accounts receiv-
able will totally be based on future U.S. sales, which are
expected to incredse with the recent FDA approval

of our laser for the treatment of nearsightedness with
astigmatism. Currently, we cannot borrow under our
revolving credit facility. Borrowings under the loans are
secured by substanfially all of the Company's assetfs. The
term loan and credit facility require us to meet certdin
covenants. Effective February 15, 2002, the Company’s
covenants on the term note payable to Heller were
amended to decrease the required minimum level of
net worth to $10.0 million, establish a minimum tangible
net worth of $4.5 million and establish minimum quarterly
revenues during 2002, In addition, monthly principal
payments of $10,000 began in February 2002, increasing
to $20,000 monthly in June 2002 and $30,000 monthly

in October 2002.

The terms of the loans extend to March 12, 20083. In addi-
fion to the costs and fees associated with the fransaction,
we issued to Heller a warrant to purchase 243,750 shares
~of common stock at an exercise price of $3.15 per share.
The warrant expires on March 12, 2004. At March 29, 2002,
we had no borrowings under the revolving credit facility.

Additionally, o the extent we are able o obtain addi-
tfional financing to address our current liquidity concerns,
we may be required to seek additional debt or equity
financing in the future to implement our business plan or
any changes thereto in response to future developments
or unanticipated contingencies. There can be no assur-
ance that any additional financing would be available
or that the terms of any available financing would be
acceptable. If we raise additional funds by issuing equity
or convertible debt securities, the terms of the new
securifies could have rights, preferences and privileges
senior to those of our common stock. If we raise additional
funds through debt financing, the terms of the debt
could require a substantial portion of our cash flow from
operations to be dedicated to the payment of principal
and interest and may render us more vulnerable to
competitive pressures and economic downturns. If we
are not able to obtain financing necessary to meet our
working capital needs, it could have a material adverse
effect on our financial condition and results of operations.

INDUSTRY AND COMPETITIVE RISKS

We cannot assure you that we have the liquidity fo
survive long enough to achieve market acceptance
with our products in the U.S.

We have significant liquidity and capital resource issues
relative to the fiming of our accounts receivable collection
and the successful completion of new sales compared
to our ongoing payment obligations. We believe we will
need to generate increased revenues, collect them and
reduce ouwr expenditures relative 1o our recent history.
While we believe these improved results are possible,

we cannot assure you that we will be able to generate
Increased revenues and collections 1o offsef required
cash expenditures.

Our working capital remains positive (approximately

$8.0 miliion as of the end of March 2002), though the
timing of the conversion of our current assets into cash is
nof totally in cur control. For example, we cannot dictate
the timing of the collection of our accounts receivable
with our customers and converting our inventory is
dependent on our abllity to generate new sales with our
products and collect the sales price in a fimely manner.

In addition, we are actively seeking investors 1o invest in
fhe range of $1.5 million to $3.0 million in equity and/or
debt, as well as distribution agreements for certain
products, which would provide temporary relief from our
current liquidity pressures. However, even if we succeed
in completing a financing transaction to address our
current liquidity concerns, we cannot assure you that
we will be able to generate increased revenues and
collections fo offset required cash expenditures in a
fimely manner. If we cannot maintain liquidity long encugh
to achieve market acceptance of our products in the
U.S., we would not be able to execute our business plan,
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and Analysis of Financial Condition and Results of Operations (continued)

which would have a material adverse effect on our
business, financial condition and results of operations.
See "Management’s Discussion and Analysis of Financial
Condition and Results of Operations—Liquidity and Capital
Resources” and “Risk Factors and Uncertainties—Financial
and Liguidity Risks—We have experienced significant
losses and operating cash flow deficits and we expect
that operating cash flow deficits will continue and absent
further financing or significant improvement in sales,
potfentially resulf in our inability to continue operations.”

We cannot assure you that our LaserScan LSX laser
system wili achieve market acceptance inthe U.S., and
our business model for selling our laser system in the
U.S. is new and unproven,

We received the FDA approval necessary for the com-
mercial marketing and sale of our LaserScan LSX excimer
laser system in the U.S. in late 1999 and commercial ship-
ments to customers in the U.S. began in March 2000. To
date, our LaserScan LSX laser system and per procedure
fee business model have not achieved a level of market
acceptance sufficient to provide our cash flows from
operations to fund our business.

The anticipated level of per procedure fees payable to
us by refractive surgeons resulting from our recent receipt
of FDA approval for treatment of nearsightedness with

or without astigmatism may not be accepted by the
marketplace or may exceed those charged by our
competitors. While we believe that gaining access to

our scanning microspot laser technology justifies the
required per procedure fee levels, we cannot assure you
that this business model will be accepted by a large
number of refractive surgeons. If our competitors reduce
or do not charge per procedure fees to users of their
systems, we could be forced to reduce or eliminate the
fees charged under this business model, which could
significantly reduce our revenues. For example, Nidek
Co., Lid., one of our competitors, has publicly stated that
it will not charge per procedure fees to users of ifs laser
systems in the U.S. and internationally. See also "—Company
and Business Risks—Required per procedure fees payable
to Visx under our license agreement may exceed per
procedure fees collected by us.”

Successful implementation of this business model is crucial
fo our success in selling our LaserScan LSX laser system in
the U.S. and may require the expenditure of significant
financial and other resources to create awarensss of

the LaserScan LSX laser system and create demand by
refractive surgeons. If our laser system fails to achieve
market acceptance in the U.S., we may not be able fo
execute our business plan, which would have a material
adverse effect on our business, financial condition and
results of operations.

We cannot assure you that our keratome products will
achieve market acceptance.,

Keratomes are surgical devices used to create a cornedt
flap immediately prior to LASIK laser vision correction
procedures. We began to roll out our MicroShape family
of keratome products with the commercial launch of
our UtraEdge keratome blades in July 1999 and of our
UniShaper single-use keratomes and control consoles in
December 1999. in November 2001, we commercially
relecsed our UltraShaper durable keratomes after a
thorough process of engineering refinement and validity
testing. In order for our UniShaper single-use keratome to
be commercially viabie it will need to be reengineered,
if possible, to include most or all of the features included
in our UltraShaper keratome. Our UltraShaper durable

-keratome incorporates the features found in the ACS

keratome previously marketed by Bausch & Lomb, Inc.
with new enhancements and features. However, Bausch
& Lomb has not aggressively marketed or serviced the
ACS since 1997 when we licensed the rights to commer-
cially market keratomes based on the same technology.
and has successfully fransitioned a large number of
refractive surgeons from the ACS to its Hansatorne durable
keratome product. We believe that many refractive sur-
geons learned to perform the LASIK procedure using the
ACS and prefer the surgical technigue required by the
ACS, which is also used to operate our UltraShaper durable
keratome, to the surgical technique reguired to operate
the Hansatome keratome product. However, we cannot
assure you that we will be successful in commercially
intfroducing or achieving broad market acceptance

of our UltraShaper durable keratome or our other
keratome products.

We have previously indicated that the successful imple-
mentction of our keratome product saies strategy was

in part dependent upon our marketing and distribution
alliance with Becton Dickinson. Due to the delay in the
commercial launch of cur UltraShaper durable keratome
we inifiated discussions with Becton Dickinson in order fo
modify our manufacturing and marketing agreements.
While these discussions were ongoing we received notices -
from Becton Dickinson claiming that they have the right
to end our marketing arrangement and that they were
not bound by the terms of our manufacturing agreement.
Following our receipt of these notices, Becton Dickinson
indicated a willingness to discuss modified terms for a
marketing and manufacturing relationship. During 2001,
we mutually agreed to terminate both agreements. If

we cannot successfully market and sell our keratome
products or if we are unable to successfully replace

our marketing ond distribution alliance with another
company, we may not be able to execufe our business
plan, which would have a material adverse effect on

our business, financial condition and results of operations.
See also "—Company and Business Risks—Required
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minimum payments under our keratome license agree-
ment may exceed our gross profits from sales of our
keratome products.”

The vision correction indusiry currently consists of a few
established providers with significant market shares and
we may encounter difficulties competing in this highly-
competitive environment.

The vision correction industry is subject to intense, increas-
ing competition, and we do not know if we will be able
to compete successfully against our current and future
competitors. Many of our competitors have established
products, distribution capabilities and customer service
networks in the U.S. marketplace, are substantially larger
and have greater brand recognition and greater finan-
cial and other resources than we do. Visx, the historical
industry leader for excimer laser system sales in the U.S.,
sold laser systems that performed a significant majority of
the laser vision correction procedures performed in the
U.S.in 1999, 2000 and 2001. Similarly, Bausch & Lomb sold
a significant majority of the keratomes used by refractive
surgeons in the U.S. in 1999, 2000 and 2001. in 2000, Alcon
acqguired Summit Autonomous Inc. The merger resulted

in o combined entity with enhanced market presence, -
technology base and distribution capabilities and provided
Alcon with a narrow beam laser technology platform

that will compete more directly with our precision beam

scanning microspot LaserScan LSX excimer laser system.
In addition, as a result of the acauisition, the combined
entity will be able 1o sell narow beam laser systems under
a royalty-free license to certain Visx patents without
incurring the expense and uncertainty associated with
intellectual property litigation with Visx. We anficipate
that Alcon will leverage the sale of its laser systems with
its other ophthalmic products.

Many of our competitfors received earlier regulatory
approvals than us and may have a competitive advan-
tage over us due to the subsequent expansion of their
regulatory approvals and their substantial experience
in the U.S. market.

We received the FDA approval necessary for the com-
mercial sale of our LaserScan LSX excimer laser systerm in
the U.S. in November 1999 and commercial shipments
to customers in the U.S. began in March 2000. Our direct
competitors include large corporations such as Visx and
Alcon, each of whom received FDA approval of excimer
laser systems more than three years prior to our approval
and has substantial experience manufacturing, market-
ing and servicing laser systems in the U.S. In addition fo
Visx and Alcon, Nidek and Bausch & Lomb have also
received FDA approval for their laser systems.

In the U.S., a manufacturer of excimer laser vision correc-
tion systems gains a competitive advantage by having
its systems approved by the FDA for a wider range of

freatments. Initial FDA approvals of excimer laser vision
correction systems historically have been limited to the
treatment of low to moderate nearsightedness, with
additional approvals for other and broader treatments
granted only as a result of subsegquent FDA applications
and clinical frials. Our LaserScan LSX is currently approved
for the LASKK treatment of nearsightedness with and with-
out astigmatism for a range of treatment of refractive
arrors up to -6.0 diopters MRSE with or without a refractive
astigmatism up 1o 4.5 diopters and the PRK freatment of
low to moderate nearsightedness (up to -6.0 diopters)
without astigmatism. Additionally, we have received FDA
approval to operate our laser systems at a 200 Hz pulse
repetition rate, twice the originally approved rate. We
have submitted PMA supplements to the FDA to permit
our laser systems sold to customers in the U.S. to ufilize
LASIK to treat hyperopia, hyperopic astigmatism and
mixed astigmatism. FDA approval.of these applications is

-anticipated in 2002, though we cannot ensure if or when

the approval will be received. Cur ability to sell our laser
systems in the U.S. may be severely impaired if the FDA
does not give timely approval to these supplements.

Currently, excimer laser vision correction systems manu-
factured by Visx, Alcon, Bausch & Lomb and Nidek have
been approved for higher levels of nearsightedness than
the LaserScan LSX. Alcon's Apex Plus and Ladarvision
Excimer Laser Workstations, Visx's Star S2 Excimer Laser
System and Nidek’s EC-5000 Excimer Laser System have
received FDA approval for the LASIK treatment of near-
sightedness with or without astigmatism. The approvails
for many of the systems are for the correction of near-
sightedness in the range of 0 diopters to -14.0 diopters
and nearsightedness with astigmatism generally in the
range of -0.5 diopters to -5.0 diopters. Bausch & Lomb’s
Technolas 217 excimer laser has also received FDA
approval for the freatment of nearsightedness from

-1.0 diopter up o -7.0 diopters with up fo -3.0 diopters
of astigmatism. The Visx and Alcon excimer laser systems
are also approved for the treatment of moderate far-
sightedness. In September 2000, the FDA approved
Alcon’s Ladarvision system for the correction using LASIK
of farsightedness of up to +6.0 diopters and an astigma-
fism range of up to 6.0 diopters. In October 2000, the FDA
approved Visx’s Star 52 and S3 sysiems for the correction
using PRK of farsightedness of up to +5.0 diopters and an
astigmatism range of up to 3.0 diopters. In February 2001,
the FDA approval of Visx’s Custom-Contoured Ablation
Pattern Method for treatment of decentered ablations
under a Humanitarian Device Exemption (HDE). An HDE
authorizes the use and marketing of a device that is
infended to benefit patients in the treatment of conditions
that affect fewer than 4,000 individuals. Competitors’
earlier receipt of LASIK and hyperopia-specific FDA regu-
latory approvals could give them a significant competitive
advantage that could impede our ability to successfully
sell our LaserScan LSX system in the U.S. Our failure to
successfully market our product could have a material
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and Ana]ysis of Finaucial Condition and Results of Qpera’cions (continued)

adverse effect on cur business, financial condition and
results of operations.

All of our principal competitors in the keratome business,
including current market leader Bausch & Lomb, received
FDA clearance prior to the commercialization of our
keratome products and have substantial experience
marketing thelir keratome products. The established market
presence in the U.S. of previously approved laser systems
and keratome products, as well as the entry of new
competitors into the market upon receipt of new or
expanded regulatory approvails, could impede our ability
to successfully infroduce our LaserScan LSX system in

the U.S. and our keratome products worldwide and may

"~ have a material adverse effect on our business, financial
condition and results of operations.

We depend upon our ability to establish and maintain
strategic relationships.

We believe that our ability to establish and maintain
strategic relationships will have a significant impact on -
our ability to meet our business objectives. These strategic
relationships are critical to our future success because
we believe that these relationships will help us to:

e extend the reach of our products to a larger
number of refractive surgeons;

¢ develop and deploy new products;

e further enhance the LaserSight brand; and

° generate additional revenue.

Entering into strategic relationships is complicated because
some of our current and future strategic partners may
decide to compete with us in some or all of our markets,
In addition, we may not be able to establish relationships
with key participants in our industry if they have relation-
ships with our competitors, or if we have relationships
with their compsetitors. Moreover, some potential strategic
partners have resisted, and may continue to resist, work-
ing with us unfil our products and services have achieved
widespread market acceptance. Once we have estab-
lished strategic relationships, we will depend on our
partners’ ability 1o generate increased acceptance
and use of our products and services. To date, we have
established only a limited number of strategic relationships.
and many of these relationships are in the early stages

of development. There can be no assurance as to the
terms, timing or consummation of any future strategic
relationships. If we lose any of these strategic relationships
or fail fo establish additional relationships, or if our sirate-
gic relationships fail to benefit us as expected, we may
not be able to execute our business plan, and our business
will suffer.

Because the sale of our products is dependent on the
continued market acceptance of laser-based refractive
eye surgery using the LASIK procedure, the lack of broad
market acceptance would hurt our business.

We believe that whether we achieve profitability and
growth will depend, in part, upon the continued accept-
ance of laser vision correction using the LASIK procedure
in the U.S. and other countries. We cannot be certain
that laser vision correction will continue to be accepted
by either the refractive surgeons or the public af large as
an alternative to existing methods of treating refractive
vision disorders. The acceptance of laser vision correction
and, specifically, the LASIK procedure may be adversely
affected by:

e possible concerns relating 1o safety and efficacy,
including the predictability, stability and quality
of results;

° the public’s general resistance to surgery:

* the effectiveness and lower cost of aiternative
methods of correcting refractive vision disorders;

¢ the lack of long-term follow-up data;

e the possibility of unknown side effects;

e the lack of third-party reimbursement for the
procedures; :

e the cost of the procedure; and

e unfavorable publicity involving patient outcomes
from the use of laser vision correction.

Unfavorable side effects and potential complications
that may result from the use of laser vision correction
systems manufactured by any manufacturer may broadly
affect market acceptance of laser-based vision correction
surgery. Potential patients may not distinguish between
our precision beam scanning spot technology and the
laser technology incorporated by our competitors in their
laser systems, and customers may not differentiate laser
systems and procedures that have not received FDA
approval from FDA-approved systems and procedures.
Any adverse conseguences resulting from procedures
performed with a competitor’s systems or an unapperoved
laser systern could adversely affect consumer accept-
ance of faser vision correction in general. In addition,
because laser vision correction is an elective procedure
that is not typically coverad by insurance and that involves
more significant immediate expense than eyeglasses or
contact lenses, ddverse changes in the U.S. or interna-
tional economy may cause consumers to reassess their
spending choices and to select lower-cost alternatives
for their vision correction needs. Any such shift in spending
patterns could reduce the volume of LASIK procedures
performed that would, in turn, reduce the number of laser
systems sold and our revenues from per procedure fees
and sales of single-use products such as our UlfraEdge
keratome blades.
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The failure of laser vision correction to achieve confinued
market acceptance could have a material adverse effect
on our business prospects. Even if iaser vision correction
achieves and sustains market acceptance, sales of our
keratome products could be adversely impacted if a
laser procedure that does not require the creation of a
corneal flap were to emerge as the procedure of choice.

New products or technologies could erode demand for
our products or make them obsolete, and our business
could be harmed if we cannot keep pace with advances
in technology. .

In addition to competing with eyeglasses and confact
lenses, excimer laser vision correction competes or may
compete with newer technologies such as infraocular
lenses, intracorneal inlays, corneadl rings and surgical
technigues using different or mere advanced types of
lasers. Two products that may become competitive within
the near term are implantable contact lenses, which are
pending FDA approval, and corneal rings, which have
been approved by the FDA. Both of these products require
procedures with iens implants, and their ulfimate market
acceptance is unknown at this time. To the extent that
any of these or ofther new technologies are perceived to
be clinically superior or economically more atfractive
than currently marketed excimer laser vision correction
procedures or techniquss, they could erode demand

for our excimer laser and keratome products, cause a
reduction in selling prices of such products or render such
products obsolete, In addition, if one or more competing
technologies achieves broader market acceptance or
renders laser vision correction procedures obsolete, it
would have a material adverse effect on our business,
financial condition and results of operations.

As is typical in the case of new and rapidly evolving
industries, the demand and market for recently infroduced
products and technologies is uncertain, and we cannot
be certain that our LaserScan LSX laser system, UltraShaper
durable keratome, UltraEdge keratome blades, UniShaper
single-use keratome or future new products and enhance-
ments will be accepted in the marketplace. In addition,
announcements or the anficipation of announcements
of new products, whether for sale in the near future or

at some lafer date, may cause customers to defer pur-
chasing our existing products.

If we cannot adapt to changing technologies, our
products may become obsolete, and our business could
suffer. Our success will depend, in part, on our ability to
continue to enhance our existing products, develop new
tfechnology that addresses the increasingly sophisticated
needs of our customers, license leading technologies
and respond to technological advances and emerging
industry standards and practices on a timely and cost-
effective basis. The development of our proprietary
technology entails significant technical and business

risks. We may not be successful in using new technologies
effectively or adapting our proprietary technology

to evolving customer requirements or emerging
industry standards.

COMPANY AND BUSINESS RISKS

We will be required to significanily expand our U.S.
manufacturing operations to meet our business plan
and must comply with stringent regulation of our man-
ufacturing operations..

We manufacture our LaserScan LSX laser systems for sale
in the U.S. af our manufacturing facility in Winter Park,
Florida, and continue to manufacture our laser systems
for sale in international markets at our manufacturing
facility in Costa Rica. Our U.S. personnel have limited
experience manufacturing laser systems. We cannot,
therefore, assure you that we will not encounter difficulties
in increasing our production capacity for our laser systems
at our Florida facility, including problems involving pro-
duction delays, quality confrol or assurance, component
supply and lack of qualified personnel, Any products
manufactured or distributed by us pursuant 1o FDA
clearances or approvals are subject to extensive regula-
tion by the FDA, including record-keeping requirements
and reporting of adverse experience with the use of

the product. Our manufacturing facilities are subject 1o

- periodic inspection by the FDA, certain state agencies

and infernational regulatory agencies. We require that
our key suppliers comply with recognized stondards as
well as our own quality standards, and we regularly test
the components and sub-assemblies supplied to us. Any
failure by us or our suppliers to comply with applicable
regulatory requirements, including the FDA’s quality
systems/good manufacturing practice (QSR/GMP) regu-
lations, could cause production and distribution of our
products to be delayed or prohibited, either of which
could have a material adverse effect on our business,
financial condition and results of operations.

Required per procedure fees payable to Visx under our
license agreement may exceed per procedure fees
collected by us.

In addition to the risk that our refractive lasers will not

be accepted in the marketplace, we are required to
pay Visx a royaity for each procedure performed in the
U.S. using our refractive lasers. The required per procedure
fees we are required to pay to Visx may exceed the per
procedure fees we are able to charge and/or collect
from refractive surgeons, which could result in @ material
adverse effect on our financial condition and results

of operations.

Required minimum payments under our keratome
license agreement may exceed our gross profits from
sales of our keratome products.
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We are required 1o make certain minimum payments

to the licensor under our keratome license agreement
that was amended and restated on January 4, 2001. This
armendment replaced a January 18, 2000 amendment in
its entirety. Under the terms of the amendment we issued
730,552 shares of common stock to the licensors, valued
at approximately $1.1 miliion, in partial payment for royal-
fies during the term of the license. The term of the license
was extended three years until July 31, 2005. In addition,
remaining minimum royalty payments totaling approxi-
mately $4.6 million as of March 29, 2002 will be due in
monthly installiments (averaging approximately $130,000
per month through August 2003) or quarterly installments
(avercging approximately $240,000 per guarter from
October 2003 through October 2005) through the ferm
of the amendment. As a result of our obligations under
this license arrangement, the minimum royalty payments
we are required o make 1o the licensors may exceed our
gross profits from sales of our UniShaper and UltraShaper
keratome products. The amendment eliminated a restric-
tion on us manufacturing, marketing and selling other
keratomes, but the sale of other keratomes will be included
in the gross profit to be shared with the licensors. The
licensor’s share of the gross profit, as defined in the
amendment, decreased from 50% to 10%.

Qur failure to timely obtain or expand regulatory
approvals for our products and to comply with regula-
tory requirements could adversely affect our business.

Our excimer laser systems, diagnostic and custfom abla-
tion products and keratome products are subject to strict
governmental regulations that materially affect our ability
to manufacture and market these products and directly
impact our overall business prospects. FDA regulations
impose design and performance standards, labeling and
reporting requirements, and submission conditions in
advance of marketing for all medical laser products in
the U.S. New product infroductions, expanded treatment
types and levels for approved products, and significant
design or manufacturing modifications require a pre-
market clearance or approval by the FDA prior to com-
mercialization in the U.S. The FDA approval process, which
is lengthy and uncertain, requires supporting clinical
studies and substantial commitments of financial and
management resources, Failure to obtain or maintain
reguiatery approvals and clearances in the U.S. and
other countries, or significant delays in obtaining these
approvals and clearances, could prevent us from market-
ing our products for either approved or expanded indi-
cations or freatments, which could substantially decrease
our future revenues. Additiondlly, product and procedure
labeling and ali forms of promotional activities are
subject to examination by the FDA, and current FDA
enforcement policy prohibits the markefing by manufac-
~turers of approved medical devices for unapproved uses.
Noncompliance with these requirements may result in
warning letters, fines, injunctions, recall or seizure of

products, suspension of manufacturing, denial or with-
drawal of PMAs, and criminal prosecution. Laser products
marketed in foreign countries are often subject to local
lows governing health product development processes,
which may impose additional costs for overseas product
development. Future legisiative or administrative require-
ments, in the U.S. or elsewhere, may adversely affect

our ability to obtain or retain regulatory approval for

our products, The failure to obtain approvals for new or
additional uses on a fimely basis could have a material
adverse effect on our business, financial condition and
results of operations.

Our business depends on our intellectual property rights,
and if we are unable to profect them, our competitive
position may be adversely offected. '

Our business plan is predicated on our proprietary systems
and fechnology, including our precision beam scanning
microspot technology laser systems. We protect our
proprietary rights through a combination of patent,
frademark, frade secret and copyright law, confidentiality
agreements and technical measures. We generally enter
intfo non-disclosure agreements with our employees and
consulfants and limit access 1o our frade secrets and
technology. We cannot assure you that the steps we have
taken will prevent misappropriation of our intellectual
property. Misappropriation of our intellectual property
would have a material adverse effect on our competitive
position. In addition, we may have to engage in litigation
or other legal proceedings in the future to enforce or
protect our intellectual property rights or to defend
against claims of invalidity. These legal proceedings may
consume considerable resources, including management
fime and attention, which would be diverted from the
operation of our business, and the outcome of any such
legal proceeding is inherently uncertain.

We are aware that certain competitors are developing
products that may potentially infringe patents owned

or licensed exclusively by us. In order to protect our rights
in these patents, we may find it necessary to assert and
pursue infringement claims against such third parties. We
could incur substantial costs and diversion of manage-
ment resources litigating such infringement claims and
we cannot assure you that we will be successful in
resolving such claims or that the resolution of any such
dispute will be on terms that are favorable to us. See
“—Patent infringement allegations may impair our ability
to manufacture and market our products.”

Patent infringement allegations may impair our ability to
manufaciure and ‘mozrke? our products.

There are a number of U.S. and foreign patents covering
methods and apparatus for performing corneal surgery
that we do not own or have the right to use. If we were
found to infringe a patent in a particular market, we and
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our customers may be enjoined from manufacturing,
marketing, selling and using the infringing product in the
market and may. be liable for damages for any past
infringement of such rights. in order to continue using
such rights, we would be required to obtain a license,
which may require us to make royalty, per procedure or
other fee payments. We cannot be certain if we or our
customers will be successful in securing licenses, or that
if we obtain licenses, such licenses will be available on
acceptable terms. Alternatively, we might be required o
redesign the infringing aspects of these products, Any
redesign efforts that we undertake could be expensive
and might reqguire regulatory review. Furthermore, the
redesign efforts could delay the reintroduction of these
products into certain markets, or may be so significant
as to be impractical. If redesign efforts were impractical,
we could be prevented from manufacturing and selling
the infringing products, which would have a material
adverse effect on our business, financial condition and
results of operations.

Litigation involving patents is common in our industry.
While we do not believe our laser systems or keratome
products infringe any valid and enforceable patents that
we do not own or have a license to, we cannot assure
you that one or more of our other competitors or other
persons will not assert that our products infringe their
intellectual property, or that we will not in the future be
deemed to infringe one or more patents owned by them
or some other party. We could incur substantial costs

and diversion of management resources defending any
infringement claims. Furthermore, a party making a ciaim
against us could secure a judgment awarding substantial
damages, as well as injunctive or other equitable relief
That could effectively block our ability Yo market one or
more of our products. In addition, we cannot assure you
that licenses for any intellectual property of third parties
that might be required for our products will be available
on commercially reasonable terms, or at aif.

We are subject to certain risks associated with our
international sales.

Our international sales accounted for 73% and 47% of our
total revenues during the year ended December 31, 2001
and December 31, 2000, respectively. In the fuiure, we
expect that sales to international accounts will represent
a lower percentage of our total sales as a result of our
recent additional regulatory approval for our LaserScan
LSX laser system in the U.S. and the commercial launch
of our UtraShaper durable keratome in Novembeér 2001,
See "—Industry and Competitive Risks—We cannot
assure you that our keratome products will achieve
market acceptance.”

International sales of our products may be limited or
disrupted by: :

* the imposition of government controls;

e export license requirements;

e economic or political instability;

* frade restrictions;

o difficulties in obtaining or maintaining
export licenses;

o changes in tariffs; and

« difficulties in staffing and managing
infernational operations.

Our sales have histforically been and are expected fo
continue o be denominated in U.S. dollars. The European
Economic Union’s conversion to @ common currency,
the euro, is not expected to have a material impact on
our business. However, due to our significant export sales,
we are subject to exchange ratfe fluctuations in the U.S.
dollar, which could increase the effective price in local
currencies of our products. This could result in reduced
sales, longer payment cycles and greater difficulty in
collecting receivables relating to our international sales.

Our supply of certain critical components and systems
may be interrupted because of our reliance on a limited
number of suppliers.

We currently. purchase certain components used in the
production, operation and maintenance of our laser
systems and keratome products from a limited number
of suppliers, and certain key components are provided
by a single vendor. For exampile, all of our keratome
blades have historically been manufactured exclusively
by Becton Dickinson, though we are cuirently in discussions
with a replacement manufacturer, and the magjority of
our UltfraShaper components are manufactured exclusively
by Owens Industries pursuant to our agreement with
them. We do not have long-term contracts with providers
of some key laser system components, including TUI
Lasertechnik und Laserintegration GmbH, which currently
is a single source supplier for the laser heads used in our
LaserScan LSX excimer laser system, Currently, SensoMotoric
[Instruments GmbH, Teltow, Germany, is a single source
supplier for the eye tracker boards used in the LaserScan
LSX. Any interruption in the supply of critical laser or
keratome components could have a material adverse
effect on our business, financial condition and results of
operations. if any of our key suppliers ceases providing us
with products of acceptable guality and quantity at a
competitive price and in a timely fashion, we would have
fo locate and contract with a substitute supplier and, in
some cases, such substitute supplier would need to be
qualified by the FDA. If substitute suppliers cannot be
located and qualified in a timely manner or could not
provide required products on commercially reasonable
terms, it would have a material adverse effect on our
business, financial condition and results of operations.
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and Analysis of Financial Condition and Results of Operations (continued)

Unlawful tampering of our system configurations could
result in reduced revenues and additional expenses.

We include a procedure-counting mechanism on
LaserScan LSX lasers manufactured for sale and use in
the U.S. Users of our LaserScan LSX excimer laser system
could tamper with the software or hardware configuration
of the system so as to aiter or eliminate the procedure-
counting mechanism that facilitates the collection of
per procedure fees. Unauthorized tampering with our
procedure-counting mechanism by users could result in
us being required to pay per procedure fees to Visx that
we were not able to collect from users. If we are unable
to prevent such fampering, our license agreement with
Visx could be terminated affer all applicable notice and
cure periods have expired.

The loss of key personnel could adversely affect
our business.

Our ability to maintain our competitive position depends
in part upon the confinued contributions of our executive
officers and other key employess, especially Michael R.
Farris, our president and chief executive officer. A loss of
one or more such- officers or key employees could have a
material adverse effect on our business. We do not carry
“key person” life insurance on any officer or key employee.

As we commercially launch our laser system and keratome
products in the U.S., we will need to continue to imple-
ment and expand our operational, sales and marketing,
financial and management resources and controls. While
to date we have not experienced problems recruiting or
refaining the personnel necessary to expand our business,
we cannot assure you that we will not have such prob-
lems in the future. Our recent layoff may have a negative
impact on our ability to attract and retain personnel.

If we fail to attract and retain qualified individuals for
necessary positions, and if we are unable to effectively
manage growth in our domestic or infernational opera-
tfions, it could have a material adverse effect on our
business, financial condition and results of operations,

Inadequacy or unavailability of insurance may expose
us to substantial product liakility claims.

Our business exposes us to potential product liability risks
and possible adverse publicity that are inherent in the
development, festing, manufacture, marketing and sale
of medical devices for human use. These risks increase
with respect to our products that receive regulatory
approvail for commercialization, We have agreed in the
past, and we will likely agree in the future, o indemnify
certain medical institutions and personnel who conduct
and participate in our clinical studies. While we maintain
product liability insurance, we cannot be certain that
any such liability will be covered by our insurance or
that damages will not exceed the limits of our coverage.

Even if a claim is covered by insurance, the costs of
defending a product liability, malpractice, negligence
or other action, and the assessment of damages in excess
of insurance coverage in the event of a successful prod-
uct liabllity claim, could have a material adverse effect on

~our business, financial condition and resutts of operations.

Further, product liability insurance may not continue o
be available, either at existing or increased levels of
coverage, on commercially reasonable ferms. -

COMMON STOCK RISKS
Variations in our sales and operating results may cause
our stock price to fluctuate.

Qur opercting results have fluctuated in the past, and
may continue to fluctuate in the future, cs a result of a
variety of factors, many of which are outside of our con-
frol. For example, historically a significant portion of our
laser system orders for a particular quarter have been
received and shipped near the end of the quarter. As
result, our operating results for any quarter often depend
on the timing of the receipt of orders and the subse-
qguent shipment of our laser systems. Other factoers that
may cause our operating results to fluctuate include:

e timing of regulatory approvals and the intfroduction
or delays in shipment of new products;

e reductions, cancellations or fulfiiment of
major orders;

e the addition or loss of significant customers;

= the relative mix of our business;

* changes in pricing by us or our competitors;

¢ costs related to expansion of our business; and

o increased competition.

As ¢ result of these fluctuations, we believe that period-
to-period comparisons of our operating results cannot
be relied upon as indicators of future performance. In
some quarters our operating results may fall below the
expectations of securities analysts and investors due to
any of the factors described above or other uncertainfies.

The market price of our common stock may continue to
experience extreme fluctuations due to market conditions
that are unrelated to our operating performance.

The stock market, and in partficutar the securities of tech-
nology companies like us, could experience extreme
price and volume fluctuations unrelated to our operating
performance. Our stock price has historically been voldtile,
Factors such as announcements of technological inno-
vations or new products by us or our competitors, changes
in domestic or foreign governmental regulations or
regulatory approval processes, developments or disputes
relating to patent or proprietary rights, public concern as
to the safety and efficacy of refractive vision correction
procedures, and changes in reports and recommenda-
tions of securities analysts, have and may continue to
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have a significant impact on the market price of our
common stock. o

The signifibant number of shares eligible for future sale
and dilutive stock issuances may adversely affect our
stock price.

Sales, or the possibility of sales, of substantial amounts of
our common stock in the public market could adversely
affect the market price of our common stock. Substantially
all of our 26,554,168 shares of common stock oufstanding
at March 29, 2002 were freely fradable without restriction
or further registration under the Securifies Act of 1933,
except 1o the extent such shares are held by “cffiliates”
as that term is defined in Rule 144 under the Securities
Act or subject only to the satisfaction of a prospectus
delivery requirerment.

Shares of common stock that we may issue in the future
in connection with acquisitions or financings or pursuant
to outstanding warrants or agreements could also
adversely affect the market price of our common stock
and cause significant dilution in our earnings per share
and net book value per share, We may be required fo
issue more than 8,200,000 additional shares of common
stock upon the conversion of outstanding preferred
stock, the exercise of oufstanding warrants and stock
options, and the satisfaction of certain contingent
contractual obligations. See "Possible Dilutive Issuances
of Common Stock.”

The anti-dilution provisions of certain of our existing
securities and obligations require us to issue additional
shares if we issue shares of common stock below speci-
fied price levels. If a future share issuance triggers these
adjustments, the beneficiaries of such provisions effectively
receive some protection from declines in the market
price of our common stock, while our other stockholders
incur additional dilution of their cwnership interest. We
may include similar anti-dilution provisions in securities
issued in connection with future financings.

Anti-takeover provisions under Delaware [aw and in our
certificate of incorporation, by-laws and stockholder
rights plan may make an acquisition of LaserSight more
difficult and could prevent you from receiving a premium
over the market price of our stock. .

Certain provisions of our certificate of incorporation, by-
laws, stockholder rights plan and Delaware law could
delay or frustrate the removal of incumbent directors,
discourage potential acquisition proposals and delay,
defer or prevent a change in control of us, even if such
events could be beneficial, in the short term, to the
economic interests of our stockholders. For example, our
certificate of incorporation allows us to issue preferred
stock with rights senior to those of the common stock
without stockholder action, and our by-laws require

advance notice of director nominations or other propos-
als by stockholders. We also are subject to provisions of
Delaware corporation law that prohibit a publicly-held
Delaware corporation from engaging in a broad range
of business combinations with a person who, together
with offiliates and associates, owns 15% or more of the
corporation’s common stock (an interested stockholder)
for three years affer the person became an interested
stockholder, unless the business combinaiion is approved
in a prescribed manner. We also have adopted a stock-
holder rights agreement, or “poison pill,” and declared

¢ dividend distribution of one preferred share purchase
right for each share of common stock. The rights would
cause substantial dilution to a person or group that
attempts to acquire 15% or more of our common stock
on terms not approved by our board of directors. '

ACQUISITION RISKS

Past and possible future acquisitions that are not suc-
cessfully integrated with our existing operations may
adversely affect our business.

We have made several significant acguisitions since 1994,
and we may in the future selectively pursue strategic
acquisitions of, investments in or enter info joint ventures
or other strategic alliances with companies whose business
or technology complement our business. We may not be
able to identify suitable candidates to acquire or enter
into joint ventures or other arrangements with entities, and
we may not be able to obtain financing on satisfactory
terms for such activities, In addition, we could have
difficulty assimilating the personnel, technology and
operations of any acquired companies, which could
prevent us from realizing expected synergies, and may
incur unanticipated liabilities and contingencies. This
could disrupt our ongoing business and distract our
management and other resources.

Amortization and charges relating to our significant
intangible assets could adversely affect our stock price
and reporfed net income or loss.

Of our total assets at December 31, 2001, approximately
$5.3 million, or 15%, were intangible assets. Any reduction
in net income or increase in net loss resulting from the
amortization of intangible assets resulting from future
acquisitions by us may have an adverse impact upon
the market price of our common stock. In addition, in the
event of a sale of LaserSight or our assets, we cannot

be certain that the value of such intangible assets would
be recovered.

In accordance with FASB Statement No. 121, we review
intangible assets for impairment whenever events or
changes in circumstances, including a history of operating
or cash flow losses, indicate that the carrying amount

of an asset may not be recoverable. If we determine that
an intangible asset is impaired, a non-cash impairment
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charge would be recognized, See "Management’s
Discussion and Analysis of Financial Condition and Results
of Operations—New Accounting Pronouncements.”

OTHER RISKS :

The risks described above are not the only risks facing
LaserSight. There may be additional risks and uncertain-
ties not presently known to us or that we have deemed
immaterial which could also negatively impact our

- business operations. If any of the foregoing risks actually
occur, it could have a material adverse effect on our
business, financial condition and results of operations. In
that event, the trading price of our common stock could
decline, and you may lose all or part of your investment,

QUANTITATIVE AND QUALITATIVE DISCLOSURES

ABOUT MARKET RISK

The Company believes that its exposure to market risk for
changes in inferest and currency rates is not significant.
The Company’s investments are limited to highly-fiquid
instruments with maturities generally three months or less.
At December 31, 2001, the Company had approximately
$0.4 million of short-term investments classified as cash
and equivalents. All of the Company’s transactions with
intfernational customers and suppliers are denominated
in U.S. dollars. ‘

MARKET FOR COMPANY'S COMMON EQUITY AND

RELATED STOCKHOLDER MATTERS

Our common stock tfrades on The Nasdag Stock Market®
under the symbol LASE. The following table sets forth, for
the fiscal quarters indicated, the high'and low sale prices
for our common stock on The Nasdag Stock Market.

1999: High Low
First Quarter ) 3594 § 388
Second Quarter 20.38 5.22
Third Quairter 17.63 1213
Fourth Quarter 18.31 7.19
2000:

First Quarter $13.00 § 550
Second Quarter 6.75 3.25
Third Quarter 5.56 3.09
Fourth Quarter 3.81 0.91
2001:

" First Quarter $§ 247 $ 1.00
Second Quarter 3.00 1.28
Third Quarter 2.33 1.00
Fourth Quarter 1.87 0.47

On March 29, 2002, the closing sale price for our commaon
stock on the Nasdag National Market was $0.63 per share,
As of March 29, 2002, LaserSight had 26,554,168 shares
of common stock outstanding held by approximately
262 stockholders of record and, to our knowledge, aporox-
imately 8,426 total stockholders, including stockholders

of record and stockholders in “street name.”

We have never declared or paid any cash dividends on
our common stock and do not anficipate paying cash’
dividends on our common stock in the foreseeable future.
Our current policy is to retain all available funds and any
future earnings to provide funds for the operation and
expansion of our business. Any determination in the
future to pay dividends will depend upon our financial
condition, capital requirements, results of operations and
other factors deemed relevant by our board of directors,
including any contractual or statutory restrictions on

our ability fo pay dividends.

Possible Dilutive Issucinces of Common Stock

Each of the following issuances of common stock may
depress the market price of the common stock. See
“Management’s Discussion and Analysis - Risk Factors
and Uncerfainties - Common Stock Risks—The Significant
Number of Shares Eligible for Future Sale and Dilutive
Stock Issuances may Adversely Affect Our Stock Price.”

LaserSight Centers and Florida Laser Partners. Based on
previously-reported agreements entered info in 1993 in
connection with our acquisition of LaserSight Centers
(our development-stage subsidiary) and modified in July
1995 and March 1997, we may be obligated to pay to
a partnership whose partners include our Chairman of
the Board and certain of our former officers and directors
a royalty of up to $43 (payable in cash or in shares of
common stock (“Royalty Shares™)). for each eye on
which PRK is performed on a fixed or mobile excimer
loser system owned or operated by LaserSight Centers
or its offiiates.

As of March 29, 2002, we have not accrued any obligation
to issue Royalty Shares. We cannot assure you that any
issuance of Royalty Shares will be accompanied by an
increase in our per-share operating resulits, We are not
obligated to pursue sirategies that may result in the
issuance of Centers Confingent Shares or Royalty Shares
and, in fact, late in 2000 we cbandoned the LaserSight
Centers mobile loser strategy due 1o industry conditions
and our increased focus on development and commer-
cialization of our refractive products. It may be in the
interest of our Chairman of the Board for us to pursue
business strategies that maximize the issuance of
Royalty Shares.

Foothilt Warrant. In April 1997, we-issued to Foothill Capital
Corporation a warrant to purchase 500,000 shares of
common stock (the “Foothill Warrant”) at a price of
$6.067 per share. We are required to make anti-dilution
adjustments to both the number of warrant shares and
the warrant exercise price if we sell commmon sfock -or
common sfock-equivalents (such as convertible securities
or warrants) at a price per share that is (or could be) less
than the fair market value of the common stock at the
time of such sale (a “Below-Market issuance”). To date,
such anti-dilution adjustments have resulted in (1) an
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increase in the number of Foothill Warrant shares to
598.414, and (2) a reduction to the exercise price of the
Foothill Warrant shares fo $4.91 per share. Additional
anti-dilution adjustments to the Foothill Warrant could
also result from any future Below-Market Issuance. The
Foothill warrants may be exercised at any time through
March 31, 2002. As of March 29, 2002, warrants for 101,414
shares of our common stock remain outstanding.

Series B Warrant. In connection with our issuance of the
Series B Preferred Stock in August 1997, we issued to the
former holders of the Series B Preferred Stock warrants to
purchase 750,000 shares of common stock (the "Series B
Warrant”) at a price of $5.91 per share at any tfime
before August 29, 2002. In connection with a March 1998
agreement whereby we obtained the option to repur-
chase the Series B Preferred Stock and a lock-up on
conversions, the exercise price of the Series B Warrant
shares was reduced to $2.753 per share, We are required
to make anti-dilution adjustments to both the number
of warrant shares and the warrant exercise price in the
event we make a Below-Market Issuance. To date, these
anti-dilution adjustments and other agreements among
the former holders of the Series B Preferred Stock and us
have resulted in (1) an increase in the number of Series B
Warrant shares to 825,132, and (2) a reduction fo the
exercise price of Series B Warrant shares to $2.46 per
share. Additional anfi-dilution adjustments to the-Series B
Warrants could also result from any future Below-Market
Issuance. As of March 29, 2002, 140,625 of such warrants
had been exercised and 684,507 of such warrants
remained outfstanding.

Shoreline Warrant. In connection with our sale of the
Series B Preferred Stock in August 1997, we issued to four
individuals associated with our placement agent war-
rants to purchase 40,000 shares of common stock (the
“Shoreline Warrant”) at a price of $5.91 per share at any
time before August 29, 2002, We are required to make
anti-dilution adjustments to both the number of warrant
shares and the warrant exercise price in the event we
make a Below-Market Issuance. To date, these anti-dilution
adjustments have resulted in (1) an increase in the

number of Shoreline Warrant shares 1o 44,186, and

(2) a reduction to the exercise price of Shoreline Warrant
shares to $5.28 per share. Additional anfi-dilution adjust-
ments to the Shoreline Warrants could also result from any
future Below-Market lssuance of common stock, As of
March 29, 2002, 8,589 of such warrants had been exercised
and 35,597 of such warrants remained outstanding.

March 1999 Private Placement Warrants. In connection
with our sale of common stock in March 1999, we issued
the purchasers warrants to purchase a total of 225,000
shares of common stock at an exercise price of §5.125
per share, the closing price of the Company’s common
stock on March 22, 1999. The warrants have a term of five
years. As of March 29, 2002, 45,000 of such warrants had
been exercised and 180,000 of such warrants remained
outstanding. '

Consulting Warrants. On February 22, 1999, in connection
with a consulting services agreement that we entered
into with Guy Numann, we issued warrants 1o purchase

a total of 67,500 shares of our common stock at a price
of §5.00 per share. One-third of the warrants become
vested on each annual anniversary of the grant until all
the warrants are vested. To the extent vested, the warrants
are exercisable at any time prior to February 22, 2004,

-As of March 29, 2002, 45,000 of such warranis had vested

and all such warrants remained outstanding.

September 2000 Private Placement Warrants. In connec-
tion with our sale of common stock in September 2000,
we issued the purchasers warrants fo purchase a total

of 600,000 shares of common stock at an exercise
price of $3.60 per share. The warrants have a tferm of
three years. As of March 29, 2002, all such warrants
remained outstanding.

Heller Warrants. In connection with our March 2001 loan

-agreement with Heller Healthcare Finance, Inc., we

issued the Heller warrants to purchase a total of 243,750
shares of common stock at an exercise price of $3.15

per share. The warrants have a term of three years. As of
March 29, 2002, all such warrants remained outstanding.

LaserSight Incorporated and Subsidiaries Annuc! Report 2001
25

L




Balance Sheets

December 31, 2001 2000
ASSETS
Current assets:
Cash and cash equivalents § 2,762,062 8,593,858
Accounts receivable—trade, net 8,100,993 9,646,368
Notes receivable—current portion, net 3,219,289 4,065,958
Inventories 12,005,108 12,123.877
Deferred tax assets 40,214 55,622
Other current assets 691,474 272,745
Total current assets 26,819,140 34,658,328
Notes receivable, less current portion, net 2,129,652 2,833,393
Property and equipment, net 1,373,494 2,398,292
Other assets, net 5,987,631 11,986,439
$ 36,309,917 51,876,452
LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:
Accounts payable $ 3,846,906 3,870,791
Accrued expenses 5,998,835 7,030,657
Accrued commissions 1,650,299 1,926,996
Deferred revenue 1,459,592 1,149,415
Total current liabilities 12,955,632 13,977,859
Accrued expenses, less current portfion 315,595 398,767
Deferred royalty revenue, less current portion - 4,600,000 —
Deferred income taxes 40,214 55,5622
Long-tferm obligations — 109.730
Note pavable, net of discount of $73,530 af December 31, 2001 2,926,470 —
Commitments and contingencies
Stockholders’ equity:
Convertible preferred stock:
Series C—par value $.001 per share; authorized 10,000,000 shares; zero and 2,000,000
shares issued and outstanding at December 31, 2001 and 2000, respectively — 2.000
Series F—par value $.001 per share; authorized 10,000,000 shares; 1,276,596 and zero
shares issued and outstanding at December 31, 2001 and 2000, respectively 1,277 —
Common stock-par value $0.001 per share; authorized 100,000,000 shares;
26,596,062 and 22,920,278 shares issued af December 31, 2001 and 2000, respectively 26,596 22,920
Additional paid-in capital . 102,918,836 98,594,665
Stock subscription receivable (1,140,000)  (1,140,000)

Accumulated deficit

(85,792,056) (59,602,364)

Less freasury stock, at cost; 145,200 common shares at December 31, 2001 and 2000 (542,647) (5642,647)
Total stockholders’ equity 15,472,006 37,334,674
$ 36,309,917 51,876,452

See accompanying notes to consolidated financial statements.
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Years ended December 31, 2001 2000 1999
Revenues:
Products $ 13,076,039 31,064,505 19,403,781
Royalties 392,000 2,632,551 1,970,504
13,468,039 33,697,056 21,374,285
Cost of revenues:

Product cost 7,385,303 14,804,797 9,621,351
Gross profit ‘ 6,082,736 18,892,259 11,752,934
Research, development, and regulatory expenses 3,271,724 4,621,783 3,139,906
Other general and administrative expenses 23,753,773 21,958,518 16,001,891
Seliing related expenses 4,674,752 7.620,844 4,710,288
Amortization of intangibles 503,094 2,361,574 2,291,140
Impairment loss — 4,116,504 —

28,931,619 36,057,440 23,003.319
Loss from operations (26,120,607) (21,786,964) (14,390,291)
Other income and expenses:

Interest and dividend income 578,734 930,040 770,967

Interest expense (480,411) (29.119) (93,085)

Gain on sale of patent 3,950,836 — —_

Other, net (591,289) (135,000) —

Loss from continuing operations before income tax expense
Income tax expense

(22,662,737)

(21,021,043)

(13,712,409)

Loss from continuing operations
Discontinued operations: : ‘
Loss from the operation of discontfinued health care services business

(22,662,737)

(21,021,043)

(13,712.409)

1 (3,371,423) (409.038) (711,571)

Loss on disposal of health care services business, including provision of
$110,000 for operating losses during phase-out period (155,532) — —
Loss from discontinued operations (3.526,955) (409,038) 71,571
Net loss $(26,189,692) (21,430,081) (14,423,980)
Loss per common share—basic and diluted $ (1.04) (1.02) 0.89)
Weighted average number of shares outstanding—basic and diluted 25,131,000 21,061,000 16,207.000

See cccompanying notes fo consolidated financial statements
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Stockholders” Equity

_ ' Common Stock Preferred Stock
Years ended December 31, 2001, 2000 and 1999 Shares Amount Shares Amount
Balances at December 31, 1998 13,332,835 $13,333 4,000,000 $ 4,000
Issuance of shares from exercise of stock options, . :
warrants and ESPP 2,257,478 2,257 — —

Jssuance of options and warrants in conjunction ‘

with consulting agreements — — — —
Issuance of shares into escrow in conjunction with

acquisition of intangible assets 200,600 200 — —
Issuance of stock options in conjunction with

acquisition of infangible assets — —
Issuance of shares from financing, net. of financing costs 2,250,000 2,250 — —

Neft loss . — — — —
Balances at December 31, 1999 18,040,313 18,040 4,000,000 4,000
fssuance of shares from exercise of stock options,
warrants and ESPP 19,649 20 - —
" Issued shares returned from escrow and cancelled (200,000) (200) — —
lssuance of shares from financing, net of financing costs 3,060,316 3,060 — —
Conversion of preferred stock 2,000,000 2,000 (2.000,000) (2,000)
Net loss — — — —
Balances at December 31, 2000 22,920,278 ° 22,920 2,000.000 2,000
lssuance of shares from ESPP 56,327 56 — —
Issuance of shares in conjunction with license agreement 730,552 - 731 — —
Issuance of shares in conjunction with professional services 50,000 50 — —

issuance of warrants in conjunction with debt financing — — — —
Issuance of options in conjunction with consulting agreement — — — —
Issuance of shares from financing, net of financing costs ' 838,905 839 1,276,596 1,277

Conversion of preferred stock 2,000,000 2,000 (2,000,000) (2,000)
Neft loss — — — —
Balances at December 31, 2001 26,596,062 $26,596 1,276,596 $1,277

See accompanying notes 1o consolidated fnancial siatemsants.
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7

Additional Issued Shares Stock - Total
Paid-in Held In Subscription Accumulated Treasury Stockholders’
Capital Escrow Recelvable Deficit Stock Equity

59,407,392 — (1,140,000} (23.748,303) (521,084 34,015,338
10,873,627 — — — (21,563) 10,854,321
187,192 — — — — 187,192

2,936,050 (2,936,250) — — — —
94,800 — — — — 94,800

8,847,750 — — — — 8,850,000

— — — (14,423,980) — (14,423,980)
82,346,811 (2,936,250) (1,140,000) (38,172,283) (642,647) 39,677,671
84,513 — — — — 84,533
(2.936,050) 2,936,250 — — — —
19,099,391 — — — —_ 19,102,451
— — — (21,430,081 — (21,430,081
98,594,665 — (1,140,000) ' (69.602,364) (642,647) 37.334,574
66,669 — — —_ — 66,725

1,117,927 — — — — 1,118,658

60,419 — — — — 60,469
122,557 — — — — 122,557
33,715 — — — — 33,715
2,922,884 — — — — 2,925,000
— — — (26,189,692) — (26,189,692)
102,918,836 — (1,140,000) (85,792,056) (542,647) 15,472,006
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Years ended December 31, 2001 2000 1999
Cash flows from operating activities:
Net loss - $(26,189,692) (21,430,081) (14,423,980)
Adjustments to reconcile net loss fo net cash used in operating activities:
Gain on sale of patent (3,950,836) — —
Depreciation and amortization 2,275,974 3,746,919 3,263,894
Impairment loss — 4,116,504 —
Impairment on discontinued operation 2,984,493 — —
Provision for uncollectible accounts 2,258,252 2,354,366 1,965,234
Stock, options and warrants issued in conjunction with
consulting agreements, setflement and services 94,184 — 187,192
Changes in assets and liabilities:
Notes receivable, net 1,160,595 (637.162) 595,280
Accounts receivable, net (423,062) (5030.286) (3,495128)
inventories 118,769 (3.714,054) (315,451)
Accounts payable ‘ (23,885) 1,176,297 474,449
Accrued expenses and commissions (1,035,092) 3,471,367 566,624
Income taxes — — (2.239
Deferred revenue 4,910,177 96,038 (317,558)
Other, net 151,396 23.484 (174,328)
Net cash used in operating activities (17,668,727) (15,726,608) (11,683,011)
Cash flows from investing activities:
Purchases of property and equipment (296,592)  (1,600,654) (704,298)
Net proceeds from sale of patent 6,365,000 — —
Acquisition of other intangible assets — (4,5613,665) —
Net cash provided by (used in) investing activities 6,068,408 (6,114,319) (704,298)
Cash flows from financing activities: '
Proceeds from issuance of common stock — 19,102,451 8,850,000
Proceeds from preferred stock financing, net 2,925,000 — —
Proceeds from exercise of stock options, warrants and ESPP 66,725 84,5633 10,367,051
Proceeds from debt financing 2,776,798 — —
Repayment of capital lease obligation — ‘ — (19,659)
Net cash provided by financing activities 5,768,523 19,186,984 19,197,392
Increase (Cecrease) in cash and cash equivalents (5,831,796)  (2,653.943) 6,810,083
Cash and cash equivalents:
Beginning of year 8,593,868 11,247,801 4,437,718
End of year $ 2,762,062 8,693,858 11,247,801

See cccompanying notes to consolidated finoncial staternents.
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Notes to Consolida

December 31, 2001, 2000 and 1999

NOTE 1—BUSINESS AND LIQUIDITY

LaserSight Incorporated (the Company) is the parent
company of the following major wholly-owned operating
subsidiaries: LaserSight Technologies, Inc.. which develops,
manufactures and sells ophthalmic lasers and related
products primarily for use in laser vision correction,
including laser in-situ keratomileusis (LASIK) and photo-
refractive keratectomy (PRK) procedures and currently
licenses patents related to refractive surgical equipment;
LaserSight Patents, Inc.. which currently licenses patents
related fo refractive surgical procedures; and MRF, Inc.
d/b/a The Farris Group, a consulting firm servicing health
care providers,

The Company has incurred significant losses and nega-
tive cash flows from operations in each of the years in
the three-year period ended December 31, 2001 and has
an accumulated deficit of $85,792,056 at December 31,
2001. The substantial portion of the losses is atfributable to
delays in Food and Drug Administration (FDA) approvals
for the freatment of various procedures on the Company's
excimer laser system in the U.S. (a key approval for the
freatment of nearsightedness with or without astigmatism
was received in late September 2001) and the continued
development efforts to expand clinical approvals of the
Company’s excimer-laser and other products.

The Company has significant liquidity and capital resource
issues relative to the timing of our accounts receivable
collection and the successful completion of new sales

- compared to our ongoing payment obligations. Manage-
ment expects the Company’s cash and cash equivalent
balances and funds from operations will be sufficient to
meet its anticipated operating cash reguirements for

a very limited period of time. As a result, management of
the Company is undertaking steps as part of a plan to
attempt to improve liquidity and operations with the goal
of sustaining Company operations for the next twelve
months and beyond. These steps include atfempting fo
(o) raise additional equity capital and/or debt financing;
(b) control overhead and expenses; (C) increase U.S.
laser sales and revenues based on the recent FDA
approvals received and improve collections on related
receivables; (d) improve pricing and terms of internationat
sales with custom ablatfion products like the recently
announced Corneal Inferactive Programmed Topographic
Ablation (CIPTA); and (&) infroduce new refractive prod-
ucts that complement excimer laser systems.

There can be no assurance the Company can success-
fully accomplish these steps. Accordingly, the Company’s
ability to continue as @ going concern is uncertain and
dependent upon obtaining additional equity capital
and/or debt financing and achieving improved opera-
fional results and cash flows. These consolidated financial
statements do not include any adjustments to the amounts

and classification of assets and liabilities that might be
necessary should the Company be unable to contfinue
in business.

NOTE 2—SUMMARY OF SIGNIFICANT

ACCOUNTING POLICIES :

Basis of Presentation

The consolidated financial statements include the
accounts of the Company and its subsidiaries. All signif-
icant infercompany balances and fransactions have
been eliminated in consolidation.

As discussed in Note 3, the Company’s health care

+ services business has been accounted for as discontinued

operations. Unless ofherwise noted, disclosures herein
pertain to the Company’s continuing operations.

Use of Estimates

The preparation of financial statements in conformity
with accounting principles generally accepted in the
United States of America requires management to make
estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of con-
tingent assets and liabilities at the date of the financial
statements. Estimates also affect the reported amounts
of revenues and expenses during the reporting period.
Actual results could differ from those esfimates.

Cash and Cash Equivalents

For financial reporfing purposes, the Company considers
short-term, highly-liquid investments with original maturities
of three months or less to be cash equivalents,

Credif Risk

Financial instruments that potentially subject the Company
to concentrations of credit risk consist principally of
tfrade accounts and notes receivable.

The Company sells products to customers, at fimes
extending credit for such sales. Exposure o losses on
receivables is principally dependent on each customer’s
financial condition and their ability to generate revenue
from the Company’s products. The Company monitors

its exposure for credit losses and maintains allowances for

anticipated losses,

Income Taxes

The Company recognizes deferred tax liabilities and assefs
for the expected future tax consequences of events

that have been included in the consolidated financial
statements or tax returns. Deferred tax liabilities and
assets are determined based on the difference between
the financial statement and tax bases of assets and
liabilities using enacted tax rates in effect for the year in
which the differences are expected to reverse.
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Inventory

inventory, which consists primarily of laser systems parts
and components, is sfated at the lower of cost or market.
Cost is determined using the standard cost method,
which approximates cost determined on the first-in, first-
out method.

Property and Equipment

Property and equipment are stated at cost. Furniture

and equipment are depreciated using the straight-line
method over the estimated lives (three to seven years) of
the assets. Leasehold improvements are amortized on

a straight-line basis over the shorter of the lease term or
estimated useful life of the asset. Such depreciation and
amortization is included in other general and administrative
expenses on the consolidated statements of operations.

Patents

Costs associated with obtaining patents are capitalized
as incurred and are amortized over their remaining useful
lives (generally 17 years or less).

Goodwill and Acquired Technology

Goodwill represented the excess of cost over the fair
value of net assets acquired and was amortized on a
straight-line basis over estimated useful lives up fo 20
years. Management evaluated the carrying vaiue of
geodwill using projected future undiscounted operating
cash flows of the acguired businesses. During 2001 and
2000, impairment losses were recorded for the unamor-
tized value of goodwill related to certain acquisitions.
See Note 8.

Acquired technology is recorded as an intangible asset
and is amortized over a period of 12 years based on the
Company’s estimate of the useful life of the solid-state
laser product and related patent acquired. The Company
contfinually assesses the potential market for solid-state

as an improvement to existing excimer laser technology.

Research and Development

Research and development costs are charged to opera-
tions in the year incurred. The cost of certain equipment
used in research and development activities which have
alterative uses is capitalized as equipment and depre-
ciated using the straight-ine method over the estimated
lives (five to seven years) of the assets. Total expendifures
on research and development for the years ended
December 31, 2001, 2000 and 1999 were, approximately
$2,287,000, $3,165,000 and $2,084,000, respectively.

Product Warranty Costs

Estimated future warranty obligations related to the
Company’s products, typically for a pericd of one year,
are provided by charges to operations in the period in
which the related revenue is recognized.

Extended Service Contracts

The Company selis product service contracts covering
periods beyond the initial warranty period. Revenues from
the sale of such contracts are deferred and amortized
on a straight-line basis over the life of the contracts.
Service contract costs are charged to operations

as incurred.

Revenue Recognition

The Company recognizes revenue from the sale of its
products in the period that the products are shipped to
the customers,

Royalty revenues from the license of patents owned are
recognized in the period earned.

Cost of Revenues

Cost of revenues consist of product cost. Product cost
relates to the cost from the sale of its products in the
period that the products are shipped to the customers,

Loss Per Share

Basic loss per common share is computed using the
weighted average number of common shares. Diluted
foss per common share is computed using the weighted
average number of common shares and common share
equivalents outstanding during each period. Common
share equivalents include options, warrants to purchase
Common Stock, and convertible Preferred Stock and
are included in the computation using the treasury stock
method if they would have a dilutive effect. Diluted loss
per share for the years ended December 31, 2001, 2000
and 1999 is the same as basic loss per share.

The following is the reconciliation of the numerators and
denominators of the basic and diluted EPS computations
for the years ended December 31, 2001, 2000 and 1999;

2001 2000 1999
Numerator:
Net loss $(26,189,692) (21.430,081) (14,423,980)
Denominator,

basic and diluted:
Welghted average
shares outstanding 25,131,000

21,061,000 16,207,000

Basic and diluted
loss per share:
Loss from continuing
operations (090) - (1.00) 0.85)
Loss from discontinued
operations (0.13) (0.02) ©.04)
Loss from disposal
of discontinued
operations (0.01) — —

Neft loss $ (1.04) (1.02) 0.89)
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Common share equivalents, including contingently issuable
shares, options, warrants, and convertible Preferred Stock
fotaling 1,406,000, 2,507,000 and 5,538,000 common stock
equivalents at December 31, 2001, 2000 and 1999, respec-
fively, are not included in the computation of diluted loss
per share because they had an antidilutive effect.

Impairment of Long-Lived Assets and Long-Lived Assets
to Be Disposed Of

Long-lived assets and certain identifiable intangibles are
reviewed for impairment whenever events or changes in
circumstances indicate that the carrying amount of an
asset may not be recoverable. Recoverability of assets to
be held and used is measured by a comparison of the
carrying amount of an asset to future undiscounted net
cash flows expected to be generated by the asset. If
such assets are considered to be impaired, the impair-
ment to be recognized is measured by the amount by
which the carrying amount of the assets exceed the fair .
value of the assets. Assets to be disposed of are reported
at the lower of the carrying amount or fair value less
costs to sell.

New Accounting Pronouncements ‘
In July 2001, the FASB issued Statement No. 141, "Business
Combinations,” and Statement No. 142, "Goodwill and
Other Intangible Assets.” Statement No. 141 requires

that the purchase method of accounting be used for
all business combinations initiated after June 30, 2001.
Statement No. 142 will require that goodwill and intangible
assets with indefinite useful lives no longer be amortized,
but instead fested for impairment af least annually in
accordance with the provisions of Statement No. 142. The
Company adopted the provisions of Statement No. 141
on July 1, 2007 and the provisions of Statement No. 142
on January 1, 2002. Management does not expect
Statement No. 142 to have a material effect on ‘rhe
consolidated financial statements,

In October 2001, the FASB issued Statement No. 144
"Accounting for the Impairment or Disposal of Long-Lived
Assets,” which supersedes Statement No. 121 “Accounting
for the Impairment of Long-Lived Assets and for Long-
Lived Assets to be Disposed of.” Statement No. 144 also
supercedes the accounting and reporting provisions of

APB Opinion No. 30 “Reporting the Results of Operations—

Reporting the Effects of Disposal of a Segment of a
Business, and Extraordinary, Unusual and Infrequently
Occurring Events and Transactions.” Statement No. 144

is intfended to establish one accounting model for long-
lived assets to be disposed of by sale and to address
significant implementation issues. The Company adopted
Statement No. 144 on January 1, 2002. Management
does not expect Statement No. 144 to have a material
effect on the consolidated financial statements.

NOTE 3—DISCONTINUED OPERATIONS

In November 2001, the Company decided to discontinue
the operations of its health care services business as a
result of its increased focus on refractive product devel-
opment and commercialization, The health care services
business continued its operations through the end of
2001 and is phasing out its remaining client projects in
early 2002

Results from discontinued operations for the years ended
December 31, 2001, 2000 and 1999 were as follows:

2001 2000 1999
$ 897,457 820545 354,167

Net revenues

Operating loss:

Loss from discontinued
operations

Loss from disposal of
discontinued operations

(3.371,423) (409.038) (711,571)

(155,532) — -

Loss from disconfinued

operations $(3,526,955) (409.038) (711,571)

Losses from discontinued operations included the results .
of operations from the business to be disposed of through
December 31, 2001. Losses related to the business subse-
quent to yearend were estimated and provided for in
the loss on the disposition of the business.

The 2001 loss from discontinued operations, $3.371,423,
included an impairment loss of approximately $2,984,000
related to the goodwill of its health care services sub-
sidiary. The Company's increased focus on refractive
product development and commercialization resulted

in management’s decision in late 2001 to phase out the
health care services business. As a resulf, management
performed an evaluation of the recoverability of such
goodwill, and concluded that a significant impairment
of infangible assets had occurred. An impairment charge
was required because the carrying value of the assets
could not be recovered through estimated net cash flows.

The loss from the disposal recorded in 2001 totaled
$155,532. The losses associated with the disposition of the
business was based on an estimate of results of opera-
tions for the business from the date the decision was made
to dispose of the business through the phase-out period.
The amounts ultimately realized by the Company could
differ materially from the amounts assumed in arriving at
the loss from disposal of discontinued operations.

NOTE 4—ACQUISITIONS

Intellectual Property

In March 2000, the Company acquired all intellectual
property related to a development project designed

to provide front-to-back analysis and total refractive
measurement of the eye from Premier Laser Systems, Inc.
Of the total consideration of approximately $4.0 million
before fransaction costs, approximately $2.8 million was
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pcid at closing, $0.5 million was paid in April 2000 and
approximately $0.7 million was paid in May 2000. Assets
purchased included U.S. and foreign patents and pending
patent applications and an exclusive license 1o nine
patents that are interided fo be used to complete
development of an integrated refractive diagnostic work
station. The total cost is included in other assets and is
being amortized over the life of the patents, 17 years.

Technology Development and License Agreement

In October 1999, the Company entered into a technology
development and exclusive license agreement with
Quadrivium, L.L.C. covering patents and patent appli-
cations related to a corneal reshaping procedure that
achieves a refractive correction utilizing low levels of
infrared energy. The Company issued 200,000 shares of
Common Stock, valued at approximately $2.9 million,
which were placed into escrow. If the Company deter-
mined the fechnology to be capable of producing a
commercially viable system in accordance with the
agreement, 100,000 shares would have been released
from escrow. Otherwise, all shares would be returned to
the Company. On the date that clinical trials using this
technology were completed, if the Company determined
that the international commercialization of the system
was viable, the remaining 100,000 shares would have
been released from escrow. Otherwise, the remaining
shares would be returned to the Company. At Decem-
ber 31, 1999, the value of these shares was classified as
Issued Shares Held in Escrow in the Stockholders’ Equity
section of the consolidated balance sheet. During the
year ended December 31, 2000, the Company deter-
mined the technology was not capable of producing

a commercially viable system and, in accordance with
the agreement, all 200,000 shares of Common Stock
were released from escrow, returned to the Company,
and cancelled.

Photomed, Inc.

In July 1997, the Company acquired from Photomed, Inc.
the rights to a Pre-Market Approval (PMA) cpplication
filed with the FDA for a laser to perform LASIK, a refractive
surgery alternative to surface PRK. In addition, the
Company purchased from a stockholder of Photomed,
Inc. U.S. patent number 5,586,980 for a keratome, the
instrument necessary to create the cornedl “flap” in the
LASIK procedure. The Company issued a combination

of 635,515 unregistered shares of Common Stock (valued
at §3,416,700) and $333,300 in cash as consideration for
the PMA application and the keratome patent. The seller
is entitled to receive a percentage of any licensing fees
or sale proceeds related to the patent. The total value
was capitalized as the cost of PMA application and
patent and is being amortized over 5 and 15 years,
respectively. In September 1998, the Company entered
into an amendment with Photomed based on a FDA
approval received in July 1998, and paid Photomed @
total of $1,740,000, of which $990,000 was paid in cash

and the balance paid through the issuance of 187,500
shares of Common Stock, As of December 31, 2001, the
unamortized carrying value of the keratome patent was
included in other assets. In December 2000, an impairment
loss was taken for the unamortized value of the PMA
application. See Note 8.

Patents

In August 1997, the Company finalized an agreement
with International Business Machines Corporation (IBM),
in which the Company acquired certain patents (IBM
Patents) relating to ultraviolet light ophthalmic products
and procedures for ultraviolet ablation for $14.9 million,
The total value was capitalized and was being amortized
over approximately 8 years prior to its sale in March 2001.
Under the agreement, IBM transferred to the Company
ali of IBM’s rights under its patent license agreements
with certain licensees. Royaities from such assigned
patent licenses totaled approximately $392,000, $2,633,000
and $1,971,000 for the years ended December 31, 2001,
2000 and 1999, respectively.

In September 1997, the Company scld an exclusive world-
wide royalty-free patent license covering the vascular
and cardiovascular rights included in the IBM Patents

for $4 million, reducing the Company’s basis in the IBM
Patents. No gain or loss was recognized as a result of

this sale.

In February 1998, the Company sold certain rights in
certain of the IBM Patents to Nidek Co., Ltd. for $6.3 million
in cash (of which $200,000 was withheld for the payment
of Japanese taxes). The Company transferred all rights

in those patents issued in countries outside of the U.S.
but retained the exclusive right to use and sublicense
the non-U.S. patents in all fields other than ophthalmic,
cardiovascular and vascular. The Company received

a non-exclusive license to the non-U.S. patents in the
ophthalmic field. In addition, the Company has granted’
a non-exclusive license to use those patents issued in the
U.S., which resulted in $1.2 million of deferred royalties
that were amortized to income over three years. The
transaction did not result in any current gain or loss, but
reduced the Company’s amortization expense over the
remaining useful life of the U.S. patents,

On March 1, 2001, the Company completed the sale

of the IBM Patents for a cash payment of $6.5 million. The
Company retained a non-exclusive royalty-free license
under the patent. The Company’s net gain on the sale
of the patent was approximately $4.0 million. As of
December 31, 2000, the unamortized carrying value of
the patents was included in other assets.
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Keratome License

In September 1997, the Company acquired worldwide
distribution rights to the Ruiz-Lenchig disposable keratome
for the LASIK procedure and entered into a limited
exclusive license agreement for intellectual property
related to the keratome products formerly known as the
Automated Disposable Keratome (A=D<K). The trade
name for this single use keratome is now the LaserSight
UniShaper™ single use keratome. In exchange, the
Company paid $400,000 in cash at closing and supplied
fo the licensors one excimer laser. Six months after the
first shipment of the disposable keratome product, the
Company paid an additional $150,000 to the licensors.
The fotal value was capitalized, including the net book
value of the laser, and is being amortized over 31 months.
The Company will also share the product’s gross profit
with the licensors with minimum quarterly roycities of
$400,000 beginning approximately seven months after
the initial shipment date. Under the arrangement, gross
profit is defined as the selling price less certain costs of
sales and commissions. In January 2001, the Company
entered into an amended and restated license and
royalty agreement related to the Company’s keratome
products. Under the terms of the amendment, 730,552
shares of Common Stock were issued, valued at approx-
imately $1.1 million, in prepayrment for royalfies during
the term of the license. The term was extended three
years until July 31, 2005. In addition, minimum royalty
payments totaling approximately $4.8 million at Decem-
ber 31, 2001, will be due in installments through the
term of the amendment. The royalty rate was reduced
from 80% to 10% of gross profits. As of December 31, 2001
and 2000, the prepaid royalfies under the keratome
license were included in other current assets.

LaserSight Centers Incorporated

In 1993, the Company acqguired all of the outstanding
stock of LaserSight Centers Incorporated (Centers), a
privately-held corporation, whose former owners included
two of the Company’s former presidents and its chair-
man. Cenfers was a development stage corporation
that intended fo provide services for ophthalmic laser
surgical centers using excimer and other lasers. The terms
for the closing of this fransaction provided for the issuance
of 500,000 unregistered shares of the Company’'s Common
Stock and the agreement of the Company to issue up
to an additional 1,265,333 unregistered shares of its
Common Stock based on the outcome of certain future
events and whether Centers achieves certain perform-
ance cobjectives.

In March 1997, the Company amended the purchase
and royalty agreements related to the 1993 acquisition
of Centers. The amended purchase agreement provided
for the Company to issue approximately 625,000 unreg-
istered commaon shares with 600,000 additional shares
contingently issuable based upon future operating
profits. This replaced the provision calling for 1,265,333

contingently issuable shares based on cumulative
revenues or other future events and the uncertainties
associated therewith. The amended royalty agreement
reduced the royalty from $86 to $43 per refractive
procedure and delayed the obligation to pay such
royalfies untit the sooner of five years or the issuance

of all contingently issuable shares as descrited above.
The value of shares issued in March 1997, $3,320,321, was
accounted for as additional purchase price based upon
historical and expected growth in the excimer laser
industry and undiscounted projected cash flows.

In December 2000, an impairment loss was taken for the
unamortized value of the goodwill related to Centers.
See Note 8.

NOTE 5—ACCOUNTS AND NOTES RECEIVABLE

Accounts and notes receivable at December 31, 2001
and 2000 were net of alowance for uncollectibles of
approximately $5,5621,000 and $4,661,000, respectively.
During 2001 and 2000, approximately $1,398,000 and
$1,569.000, respectively, in accounts and notes receivable,
net of associated commissions and bad debt recoveries,
were written off as uncollectible. :

The Company currently provides infernal financing for
sale of its laser systems. Sales for which there is no stated
interest rate are discounted at a rate of eight percent,
an estimate of the prevailing market rate for such
purchases. Note receivable payments due within one
year are classified as current. Maturity dates of long-term
notes receivable balances, less an allowance for uncol-
lectibles, at December 31, 2001 are as follows:

Due in 2003 $1,818,676
2004 285,948
2005 . 25,028

$2,129,652

NQOTE 6—INVENTORIES :
The components of inventories at December 31, 2001
and 2000 are summarized as follows:

2001 2000
§ 7,699,939 6,704,447

Raw materials

Work in process 92,030 121,474
Finished goods 3,563,796 4,482,276
Test equipment-clinical trials 649,343 815,680

$12,005,108 12,123,877

As of December 31, 2001 and 2000, the Company had
two laser systems being used under arrangements for
clinical trials.
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NOTE 7—PROPERTY AND EQUIPMENT
Property and equipment at December 31, 2001 and 2000
are as follows: -

2001 2000

Leasehold improvement $ 646,431 675,556
Furniture and equipment 1,370,958 1,819,398
Laboratory equipment 2,330,727 3,122,289
4,348,116 - 5,617,243

Less accumulated depreciation 2,974,622 3,218,951
$1,373,494 2,398,292

NOTE 8—OTHER ASSETS
Other assets af December 31, 2001 and 2000 are as follows:

2001 2000

Goodwill, net of accumulated
amortization of $1,274,484 in 2000 $ —

Acqguired technology. net of
accumulated amortization of
$939,624 in 2001 and
$793,620 in 2000

Ultraviolet patents, net of
accumulated amortization of
$1,973,733 in 2000 ' —

Diagnostic patents, net of '
accumulated amortization of
$423,465 in 2001 and $181,485
in 2000

Keratome patents and license, net of
accumulated amortization of
$305,622 in 2001 and $1,344,826
in 2000 ‘

Deposits

Deferred financing costs, net

3,232,425

812,376 958,380

2,414,164

3,690,200 3,932,180

786,385 1,130,063
466,874 319,227
231,796 -

$5,987,631 11,986,439

In late 2001, the Company recorded an impairment loss
of cpproximately $3.0 million related to goodwill of its
MRF, Inc. subsidiary. Management decided to discontinue
the operctions of its health care services business as a
result of its increased focus on refractive product devel-
opment-and commercialization. See Note 3.

During the fourth quarter of 2000, the Company recorded
an impairment loss of approximately $2.3 million related
to goodwill of its LaserSight Centers subsidiary. The com-
bination of increased price competition and resulting
losses in many other laser centers businesses during

2000 and the Company’s increased focus on refractive
product development and commercialization resulted
in management’s decision in late 2000 fo abandon the
strategy of a mobile laser business. As a result, manage-
ment performed an evaluation of the recoverability of
such goodwill, and concluded that a significant impair-
ment of intfangible assets had occurred. An impairment
charge was required because the carrying value of

the assets could not be recovered through estimated
net cash flows,

During the fourth quarter of 2000, the Company ciso
recorded an impairment loss of approximately $1.8 mil-
lion related to the PMA application acquired in 1997.

In December 2000, the Company submitted to the FDA -
its own PMA supplement representing data from clinical
trials.performed on the Company’s LSX laser system,

an advantage over the PMA application acquired in
1997. In addition, the FDA has audited and approved the
Company’s manufacturing operation for the LSX Iaser
system. This December 2000 submission resulted in man-
agement’s decision to abandon further efforts related
to the PMA application acquired in 1997. As a result,
management performed an evaluation of the recover-
ability of such intangible asset, and concluded that a
significant impairment of intangible assets had occurred.
An impairment charge was required because the carry-
ing value of the assets could not be recovered through
estimated net cash flows.

NOTE 9—EMPLOYEE BENEFIT PLANS

401(k) Plan

The Company has a 401(k) plan for the benefit of sub-
stantially all of its full-time employees. The plan provides, -
among other things, for employer-matching contributions
to be made at the discretion of the Board of Directors.
Employer-matching contributions vest over a seven-year
period. Administrative expenses of the plan are paid by
the Company. For the years ended December 31, 2001,
2000 and 1999, expense incurred related o the 401(k)
plan, including employer-matching contributions, was
approximately $9,000, $78,000 and $60,000, respectively.

Employee Stock Purchase Plan

During 1999, the Company established a gualified
Employee Stock Purchase Plan, the terms of which allow
for qualified employees (as defined) to participate in
the purchase of designated shares of the Company’s
Common Stock at a price equal to the lower of 85%

of the closing price at the beginning or end of each
semi-annual stock purchase pericd. The Company
issued 56,327, 12,681 and 6,126 shares of Common Stock
during 2001, 2000 and 1999, respectively, pursuant to

this plan at an average price per share of §1.18, §3.24
and $8.50, respectively.

NOTE 10—NOTES PAYABLE

On March 12, 2001, the Company entered into a loan
agreement with Heller Healthcare Finance, Inc. (Heller)
for a $3.0 million term loan at an annual interest rate

of prime plus 2.5% (7.25% at December 31, 2001) and

a revolving loan in an amount of up to 85% of eligible
receivables related to U.S. sales, but not more than $10.0
million, af an annual interest rate of prime plus 1.25%

(6% at December 31, 2001). Eligible accounts receivable
will primarily be based on future U.S. sales. There have
been no borrowings under the revolving loan 1o date. The
term loan and the revolving loan mature on March 12,
2003. In connection with the loans, the Company paid an
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origination fee of $130,000 and issued warrants to
purchase 243,750 shares of Common Stock. At the termi-
nation of the loan, an additional fee of $148,125 wil be
payable to Heller. The warrants are exercisable at any
fime from March 12, 2001 through March. 12, 2004 at an
exercise price per share of §3.15. Borrowings under the
loan agreement are secured by substantially all of

the Company’s assets. The loan agreement required

the Company to meet certain covenants, including the
maintenance of a minimum level of net worth, In
February 2002, the Company and Heller entered into

an amended loan agreement that included a revised
net worth covenant beginning with the Company’s
December 31, 2001 financial statements, See Note 17,

In connection with a loan agreement in 1997, the
Company issued warrants to purchase 500,000 shares

of Common Stock. The warrants are exercisable at any
fime through April 1, 2002 and currently have an exercise
price per share of $4.91. Subject fo certain conditions
based on the market price of the Common Stock, any
warrants that remain outstanding on April 1, 2002 are
subject to mandatory repurchase by the Company
currently at a price of §1.21 per warrant. The warrants
have certain anfi-dilution features that resulted in approxi-
mately 98,000 additional shares being issuable under

the warrants, primarily due to the issuance of the Series B,
C, D & F Preferred Stock and the September 2000 private
placement. A total of 497,000 warrants have been exer-
cised through December 31, 2001. As a result of a cashless
exercise, a fotal of 314,941 shares of Common Stock have
been issued as a result of such exercises. The recorded
amount of the obligation will change with the fair value
of the warrants, with the corresponding adjustment to
interest expense. At December 31, 2001, 101,414 such
warrants remained outstanding. The warrants were valued
at $119,330 and $109,730 at December 31, 2001 and
2000, respectively, and were classified as accrued expenses
and long-term obligations, respectively.

Interest paid during 2001, 2000 and 1999 approximated
$5625,000, $14,000 and $25,000, respectively. :

NOTE 11—STOCKHOLDERS’ EQUITY

On July 6, 2001, the Company closed a transaction for
the sale of 1,276,596 shares of Series F Preferred Stock fo
a total of two investors in exchange for the Company
receiving $3.0 million in cash. The Series F Preferred Stock
is convertible into Common Stock on a share for share
basis. In addifion, the investors received a total of 838,905
shares of Common Stock under price protection provisions
of the Company’s September 2000 private placement.

On September 8, 2000, the Company closed a transaction
for the sale of 1,714,286 shares of Common Stock to a
total of two investors in exchange for the Company
receiving $6.0 million in cash. In addition, the investors

received warrants to purchase a total of 600,000 shares
of Common Stock at an exercise price of $3.60 per share.

On January 31, 2000, the Company closed a fransaction
for the sale of 1,269,841 shares of Common Stock to a
total of two investors, including TLC Laser Eye Centers inc.
(JLC), in exchange for the Company receiving $12.5 million
in cash. On Feloruary 22, 2000, the Company closed a

- fransaction for the sale of 76,189 shares of Common

Stock to one investor in exchange for the Company
receiving $750,000 in cash.,

During the years ended December 37, 2001, 2000 and
1999, LaserSight received approximately $67,000, $85,000
and $10.4 million, respectively, in cash from the exercise
of warrants, stock options and the Employee Stock
Purchase Plan, resulting in the issuance of 56,327, 19,649
and 2,257,478 shares respectively, of Common Stock.
Additionally, approximately $500,000 was applied to
additional paid-in capital resulting from the cashiess
exercise of a portion of Foothill’'s warrants in 1999,

See Note 10. '

On March 23, 1999, the Company closed a transaction
for the sale of 2,250,000 shares of Common Stock to a
total of six investors, including Pequot Capital Manage-
ment, Inc. (Pequot) and TLC, in exchange for the Company
receiving $9 million in cash. In addition, the investors
received a total of 225,000 warrants to purchase Common
Stock at $5.125 each, the Common Stock closing price
on Macrch 22, 1999. At December 31, 2001, 180,000 such
warrants were oufstanding.

In connection with the dismissal and release of claims
from an action filed by Mercacorp, Inc. against the
Company in August 1998, the Company issued the
plaintiff two separate warrants fo purchase Common
Stock. Under the first warrant, the plaintiff was entitled to
purchase up to 750,000 shares of Common Stock at an
exercise price of $4.00 per share, the closing bid price

on November 10, 1998, and under the second warrant, ,
the plaintiff was entitled fo purchase up to 750,000 shares
of Common Stock at an exercise price of $5.00 per share.
The fair value of the warrants and other costs related to
the matter are included in other expenses in 1998, During
1999, all 1,500,000 warrants were exercised.

The Board of Directors of the Company declared a divi-
dend distrioution of one preferred stock purchase right
(the "Rights”) for each share of the Company’s Common
Stock owned ¢s of July 2, 1998, and for each share of
the Company’s Common Stock issued until the Rights
become exercisable. Each Right, when exercisable,

will entitle the registered holder to purchase from the
Company one-thousandth of a share of the Company’s
Series E Junior Participating Preferred Stock, $.001 par

value (the Series E Preferred Stock), at a price of $20 per

one-thousandth of a share. The Rights are not exercisable
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and are transferable only with the Company’s Common
Stock until the earlier of 10 days following a public
announcement that a person has acgquired ownership
of 15% or more of the Company’s cutstanding Common
Stock, or the commencement or announcement of a
tender offer or exchange offer, the consummation of
which would resutt in the ownership by a person of 15%
or more of the Company’s outstanding Common Stock.
The Series E Preferred Stock will be nonredeemable and
junior to any other series of preferred stock that the
Company may issue in the future. Each share of Series E
Preferred Stock, upon issuance, will have a quarterly pref-
erential dividend in an amount equal to the greater of
$1.00 per share or 1,000 times the dividend declared per
share of the Company’s Common Stock. In the event

of the liguidation of the Company, the Series E Preferred
Stock will receive a preferred liquidation payment equal
to the greater of $1.000 per share or 1,000 times the
payment made on ecch share of the Company’s
Common Stock. Each one-thousandth of a share of
Series E Preferred Stock outstanding will have cne vote
on all matters submitted to the stockholders of the
Company and will vote together as one class with the
holders of the Company’s Common Stock.

In the event that a person acguires beneficial ownership
of 15% or more of the Company’s Common Stock, holders
of Rights (other than the acquiring person or group) may
purchase, at the Rights’ then current purchase price,
shares of the Company’s Commaon Stock having a value
at that fime equal 1o twice such exercise price. In the
event that the Company merges into or otherwise frans-
fers 50% or more of its assets or earnings power to any
person after the Rights become exercisable, holders of
Rights (cther than the acgquiring person or group) may
purchase, at the then current exercise price, common
stock of the acquiring entity having a value at that time
equal to twice such exercise price.

In June 1998, the Company entered into a Securities
Purchase Agreement with TLC, pursuant to which the
Company issued 2,000,000 shares of Series C Preferred
Stock with a face value of $4.00 per share, resulting in
an aggregate offering price of $8 million. The Series C
Preferred Stock was converted into 2,000,000 shares of
Common Stock in June 2001, ‘

In June 1998, the Company entered intc a Securities
Purchase Agreement with Pequot Private Equity Fund,
L.R, Pegquot Scout Fund, L.R, and Pequot Offshore Private
Equity Fund, Inc. (Pequot Funds), pursuant to which the
Company issued, collectively, 2,000,000 shares-of the
newly-created Series D Preferred Stock with a face vaiue
of $4.00 per share, resulting in an aggregate offering
price of $8 million. The Series D Preferred Stock was
converted into 2,000,000 shares of Common Stock
during 2000.

In August 1997, the Company completed a private
placement of 1,600 shares of Series B Preferred Stock
yielding net proceeds, affer costs of financing, of $14.83
million. The Company alsc issued warrants to purchase
790,000 shares of Common Stock for a pericd of five
years at $5.91 per share to the investors and placement
agent. The warrant price to the investors was reduced

to $§2.75 in Februcry 1998 in exchange for certain amend-
ments to the agreement as approved by the Company’s
shareholders. The warrants have certain anti-dilution

features that have resulted in approximately 80,000 addi-

tional shares being issuable under the warrants, primarity
due to the issuance of the Series C, D and F Preferred
Stock and the September 2000 private placement and
a corresponding reduction in the exercise price to
approximately $2.46. At December 31, 2001, 720,104 such
warrants remain outstanding. The Series B Preferred Stock
was converted or redeemed by the end of June 1998,

NOTE 12—STOCK OPTION PLANS

The Company has options outstanding at December 31,
2001 related to two stock based compensation plans
(the Plans). Options are currently issuable by the Board of
Directors under the 1996 Equity Incentive Employee Plan
(1996 Incentive Plan) and the LaserSight Incorporated
Non-employee Directors Stock Cption Pian (Directors
Plan), both of which were approved by the Company’s
stockholders in June 1996, and which were last amended
in July 2001 and June 1999, respectively.

Under the 1996 Incentive Plan, as amended, employees

of the Company are eligible to receive options, although
no employee may receive options to purchase greater
than 750,000 shares of Common Stock during any one
year. Pursuant fo ferms of the 1996 Incentive Plan, as
amended, 5,250,000 shares of Common Stock may be
issued at exercise prices of no less than 100% of the fair
market value at date of grant, and options generally
become exercisable in four annual installments on the
anniversary dates of the grant.

The Directors Plan, as amended, provides for the issuance
of up to 500,000 shares of Common Stock to directors

of the Company who are not officers or employees.
Grants to individual directors are based on a fixed formula
that establishes the timing, size, and exercise price of
each option grant. At the date of each annual stock-
holders’ meeting, 15,000 options will be granted to each
outside director, and 5,000 options will be granted o
each outside director that chairs a standing commitise,
at exercise prices of 100% of the fair market value as of
that date, with the options becoming fully exercisable

on the first anniversary date of the grant. The options will
expire in ten years or three years after an outside director
ceases to be a director of the Company.
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The per share weighted average fair value of stock options
granted during the years ended December 31, 2007,
2000 and 1999, was $0.35, $2.90 and $6.40, respectively,
on the dates of grant using the Black Scholes option-
pricing model with the following weighted average
assumptions:

2001 2000 1999
Expected dividend yield : 0% 0% 0%
Volatility 50% 50% 50%
Risk-free interest rate 4.39-527% 6.12-6.84% 4.57-6.14%
Expected life (years) 510 5-10 3-10

The Company applies Accounting Principles Board (APB)
Opinion No. 25 and related inferpretations in' accounting
for its Plans. Accordingly, no compensation cost has been
recognized for its fixed stock option plans. Had compen-
sation cost for the Company s stock-based compensation
plans been determined consistent with SFAS No. 123, the
Company’s net loss and 10ss per share would have been
reduced to the pro forma amounts indicated below:

2001 2000 1999
Net loss:
As reported $(26,189,692) (21,430,081) (14,423,980)
Pro forma (28,674,040) (23,496,356) (16,209,237)
Basic and diluted EPS: .
As reporfed $ (1.04) (1.02) 0.89)
Pro forma C(.18) (1.12) (1.00)

In accordance with SFAS No. 123, the pro forma net loss
reflects only options granted on or after January 1, 1995,
Therefore, the full impact of calculating compensation
cost for stock options under SFAS No. 123 is not reflected
in the pro forma net loss amounts presented above
because compensation cost does not reflect options
granted prior to January 1, 1995, that vested in 1999,

Stock option activity for alt plans during the periods
indicated is as follows:

Weighted

Shares Average

Under Exercise

Option Price

Balance af January 1, 1999 1,657,000 § 6.25
Granted 1,121,000 12.85
Exercised (382,822) 5.99
Terminated (190,900) 5.84
Balance at December 31, 1999 2,204,278 9.68
Granted 1,555,049 5.51
Exercised (6,968) 6.23
Terminated (243,815) 10.74
Balance at December 31, 2000 3.508,544 7.76
Granted 2,057,500 1.64
Terminated (707.361) 6.90.
Balance at December 31, 2001 4,858,683 $ 5.30

The following table summarizes the information about
stock options outstanding and exercisable at Decem-
ber 31, 2001:

Range of Exercise Prices

$1.25-53.03 $3.75-$8.13  $9.72-§16.63
Options outstanding:
Number outstanding af
December 31,2001 2,114,200 1,787,983 956,500
Weighted average
remaining
contractual life 456 years  3.55 years 3.60 years

Weighted average
exercise price $1.73 5.35 13.09
Options exercisable:
Number exercisable atf

December 31, 2001 212,701 1,037,166 582,667
Weighted average
exercise price $2.02 5.39 13.27

NOTE 13—INCOME TAXES

There was no federal or state income tax expense for
each of the years ended December 31, 2001, 2000
and 1999,

Deferredvfox assets and liabilities consist of the following
components as of December 31, 2001 and 2000:

2001 2000
Deferred tax liabilities:
Acquired technology $ 291,947 344,239
291,947 344,239
Deferred tax assets:
Intangibles — 337.403
Inventory 1,387,481 1,007,933
Receivable allowance 2,101,840 1,785,941
License fees 1,950,259 —
Commissions 115,956 146,496
Warranty accruals 897,232 928,782
Property and equipment 241,398 78,585
NOL carryforward 26,444,965 18,985,971
Other tax credits 256,173 256,173
Other 15,464 58,169
. 33,410,768 23,585,453
Valuation allowance (33,118,821) (23,241,214

Net deferred tax asset (liability) $ — -

Realization of deferred tax assets is dependent upon
generating sufficient taxable income prior to their expira-
tion. Management believes that there is a risk that these
deferred tax assets may expire unused and, accordingly,
has established a valuation allowance against them.

Payments for income taxes during the year ended
December 31, 1999 were $71,000.
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At December 31, 2001, the Company has net operating
loss carryforwards for federal income tax purposes of
$71.7 million which are available to offset future federal
taxable income and begin to expire in the year 2018,
The utilization of the Company’s net operating losses and
credit carryforwards may be limited under Section 382 of
the Infernal Revenue Code inthe event of a change in
ownership. In addition, the Company has other tax credit
carryforwards of approximately $256,000 that begin fo
expire in the year 2007, ‘

For the years ended December 31, 2001, 2000 and 1999,

the difference between the Company’s effective income

tax provision and the “expected” tax provision, computed
by applying the federal statutory income tax rate to loss

before provision for income taxes, is reconciled below:

2001 - 2000 1999
$(8,904,440) (7.286,228) (4,904,100)

“Expected” tax benefit
State income taxes, net
of federal income

tax benefit (669,053)  (508.028) (?11,999)
infangible amortization (433,325) 950,575 178,374
Nondeductible expenses 115,244 63,387 101,578
Tax deduction from

exercise of options

and warrants — (8,826) . (6,608,671
Valuation allowance 9,877,607 6,789,120 12,289,810
Other items, net 13,967 — (144,992)

attributable to Centers, a developmental stage company;
non-operating income and expense; and income tax
expense. l[dentifiable assets by operating segment are
those that are used by or applicable to each operating
segment. General corporate assets consist primarily

of cash, marketable equity securities and income

tax accounts.
2001 2000 1999

Operating revenues:

Refractive products  § 13,076,039 31,064,505 19,403,781
Patent services 392,000 2,632,551 1,970,504
Total revenues $ 13,468,039 33,497,056 21,374,285

Operating profit (Joss):
Refractive products  $(25,014,400) (19,490,091) (13,376,160)

Patent services 392,000 2,114,230 1,452,231
General corporate (1,498,207)  (1,863.211)  (2.189,666)
Developmentdl
sfage company-
LaserSight Centers
Incorporated - (2,547,892) (276,696)

Loss from operations  $(26,120,607) (21.786,964) (14,390,291)

Impairment losses of $1,845,322 for Refractive Products
and $2,271,182 for LaserSight Centers for the year ended
December 31, 2000, are included in the operating loss in
the fable above.

Income tax expense 5 - — —

At December 31, 2001, of the $71.7 million net operating
loss carryforward, -$19.5 million is associated with the
exercise of nonqualified stock options, disqualifying dis-
positions of incentive stock options and warrants. This tax
benefit will be recorded as an increase to additional
paid-in capital when recognized.

NOTE 14—SEGMENT INFORMATION

At December 31, 2001, the Company’s continuing opera-
fions principally include refractive products. Refractive
product operations primarily involve the development,
manufacture, and sale of cphthalmic lasers and related
devices for use in vision correction procedures. Patent
services involve the revenues and expenses generated
from the ownership of certain refractive laser procedure
patents. Health care services provided health and vision
care consulting services to hospitals, managed care
companies and physicians, and is reflected as a discon-
finued operation. See Note 3.~

Operating profif is total revenue less operating expenses,
In determining operating profit for operating segments,
the following items have not been considered: general
corporate expenses; discontinued operations; expenses

2001 - 2000 1999
Identifiable assefs:
Refractive products  $33,212,199 36,555,402 28,049,316
Patent services — 3,160,538 3,652,788
Discontinued
operations 66,145 3,437.181 3,563,517
General corporate
assets 3,031,573 8,723,331 11,345,800
Develocpmental
stage company-
LaserSight Centers
Incorporated — — 2,767,512
Total assets $36,309,917 51,876,452 49,378,933
Depreciation and
amortization:
Refractive products  $ 1,737,698 2,666,031 2,184,727
Patent services — 517,320 517,320
Discontinued .
operations 325,378 276,438 276,766
General corporate 9,340 10,434 8,385
Development
stage company-
LaserSight Centers
Incorporated — 276,696 276,696
Total depreciation
" and amortization $ 2,072,416 3,746,919 3,263,894
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Amortization of deferred financing costs and accretion
of discount on note payable of $203,558 for the year
ended December 31, 2001, is included as interest
expense in the table below:

2001 2000 1999
Capital expenditures: _
Refractive products $249,048 1,581,378 688,432
Discontinued operations 47,544 17,586 3.441
General corporate — . 1,690 12,425
Total capital expenditures $296,592 1,600,654 704,298
Interest income: '
Refractive products $300,522 228,878 251,066
General corporate 278,212 697,901 509,425
Development stage
company-LaserSight
Centers Incorporated — 3,261 10,476
Total interest income $578,734 @30,040 770,967
Interest expense:
Refractive products $ — — 20,685
Generct corporate 480,411 29,119 72,400
Total interest expense $480,411 29,119 93,085

The following table presents the Company’s refractive
products segment net revenues by geographic areaq,
based on location of customer, for the three years ended
December 31, 2001. The individual countries shown gen-
erated net revenues of at least 10% of the total segment
net revenues for at least one of the years presented.

2001 2000 1999
Geographic area:
Canada $ * * 2385000
China 1,726,798 * *
Mexico 1,508,960 * *
United States 3,481,045 15,377,354 3,945,161
Other 6,359,236 15,687,151 13,073,620
Total refractive :
products revenues $13,076,039 31,064,505 19,403,781

* Less than 10% of annual segment revenues.

Export sales are as follows:

2001 2000 1960

North and
Central America $1,649,461 3,039.027 = 4,359,962
South America 2,679,420 2,216,751 1,935,855
Asia : 2,811,797 5,162,721 1,254,194
Europe 2,243,868 4,483,410 7,348,609
Africa 210,448 785,242 560,000
$9,594,994 15687,151 15,458,620

The geographic areas above include significant sales

fo the following countries: North and Central America—
Mexico; South America—Brazil; Asic—China and Malaysia;
Europe—Spain, lialy and Israel. In the Company’s exper-
ience, sophistication of ophthalmic communities varies
by region, and is better segregated by the geographic
areas above than by individual country.

As of December 31, 2001 and 2000, the Company had
approximately $19,000 and $16,000, respectively, in assets
located at a manufacturing facility in Costa Rica and
$12,000 and $85,000, respectively, in assets located at an
administrative office in Europe. As of December 31, 2001,
the Company did not have any other subsidiaries in
countries where it does business. As a resulf, substantially
all of the Company’s operating losses and assets apply
to the U.S. .

Revenues from one customer of the refractive products
segment tofaled $3,006,000 in 1999, or 14%, of the
Company’s consolidated revenues. See Note 15,

NOTE 15—RELATED PARTY TRANSACTIONS

During January 1993, Centers entered into a royalty
agreement with Florida Laser Partners, a Florida generat
partnership, in which two of the Company’s former
presidents and the Company’s chairman are partners.
The royalty agreement provides, among other things, for
a perpetual royalty payment to Florida Laser Partners -
of a number of shares of Centers’ common stock, as
defermined by a formula defined in the royalty agree-
ment. Also during January 1993, the Company entered
into an exchange agreement with Florida Laser Partners,
which provides among other things, that Laser Partners
shall exchange, from time to time, shares of Centers’
common stock that it acquires pursuant to the royalty
agreement for shares of the Company’s stock. This
agreement was amended in March 1997. See Note 4.

During 2000 and 1999, the Company sold one and nine
laser systems, respectively, for $375,000 and $2,700,000
respectively, to TLC. As discussed in Note 11, TLC has
invested in securities of the Company in June 1998,
March 1999 and January 2000. The Company received
full payment for the systems sold in 1999

During 2000, the Company sold one laser system to a
physician associated with a director of the Company,
which is included in accounts receivable at Decem-
ber 31, 2001.
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NOTE 16—COMMITMENTS AND CONTINGENCIES

Visx, Incorporated

On November 15, 1999, the Company was served with a
complaint filed by Visx asserting that the Company’s
technology infringed one of Visx’s U.S. patents for equip-
ment used in ophthalmic surgery. On February 1, 2000, the
Company filed suit against Visx claiming non-infringement
and invalidity of the Visx patent and asserting that Visx
infringes U.S, Patent No. 5,630,810, In May 2001, the
Company settled this litigation in exchange for payments
and related costs of approximately $591,000.

Northern New Jersey Eye Institute

In March 1999, the Company received notice of an
action filed by the former owners of Northern New Jersey
Eye Institute, or NNJEI, and related assets and entities
against the Company alleging breach of contfract in
connection with a provision in our July 1996 acguisition
agreements related to the assets of NNJEI and related
assefs and entities. Such provision provided for additional
issuance of the Company’s Common Stock if such stock
price was not at certain levels in July 1998. The Company
issued the additional Common Stock in July 1998 in
accordance with the provisions of the agreements.

The plaintiffs alleged that, based on the price of the
Company’s Common Stock in July 1998, additional
payments were required of approximately $540,000. In
November 2000, the Company settled this litigation

in exchange for a one-time payment of $135,000.

Former MRE Inc. Shareholder

In November 1999, a lawsuit was filed on behalf of a
former shareholder of MRE Inc. (the Subsidiary), a wholly-
owned supsidiary of the Company. The lawsuit names the
Company’s chief executive officer as the sole defendant
and alleges fraud and breach of fiduciary duty in con-
nection with the redemption by the Subsidiary of the
former shareholder’s capital stock in the Subsidiary. At the
time of the redemption, which redemption occurred
prior to the Company’s acquisition of the Subsidiary, the
Company's chief executive officer was the president and
chief executive officer of the Subsidiary. The Company'’s
Board of Directors has authorized the Company to retain
and, to the fullest extent permitted by the Delaware
General Corporation Law, pay the fees of counsel 1o
defend the Company’s chief executive officer, the
Subsidiary and the Company in the litigation so long

as a court has not determined that the Company’s chief
executive officer failed to act in good faith and in a
manner he reasonably believed 1o be in the best interest
of the Subsidiary at the time of the redemption. Manage-
ment has reviewed the lawsuit and believes that the
allegations set forth therein are without merit, and that
the Company’s obligations with respect to the legal
defense will not have a material adverse effect on the
Company's financial condition or results of operations.

Lambda Physik

In January 2000, a lawsuit was filed on behalf of Lambda
Physik, Inc. (Lambda) alleging that the Company is in
breach of an agreement it entered into with Lambda

for the purchase of lasers from Lambda. Lambda has
requested $1,852,813 in damages, plus interest, costs and
attorney’s fees. The Company has since successfully
argued for a change in venue to Orange County, Florida.
The Company believes that the allegations made by

the plaintiff are without merit, and intends to vigorously
defend the action. Management believes that the
Company has satisfied its obligations under the agree-
ment and that this action will not have a material adverse
effect on the Company’s financial condition or results

of operations.

Kremer

In November 2000, a lawsuit was filed in the United States
District Court for the Eastern District of Pennsylvania on
behalf of Frederic B. Kremer, M.D. and Eyes of the Future,
PC. alleging that the Company is in breach of certain
terms and conditions of an agreement it entered into
with Dr. Kremer relafing to the Company’s purchase of a
patent from Dr. Kremer. Dr. Kremer has requested equi-
table relief in the form of a declaratory judgment as well
as damages in excess of $1,600,000, plus interest, costs
and atftorney’s fees. The Company beiieves that the
allegations made by the plaintiff are without merit, and
infends to vigorously defend the action. Management
believes that the Company has satisfied its obligations
under the agreement and that this action will not have
a material adverse effect on the Company’s financial
condition or results of operations.

Former U.S. Distributors

In October 2001, three entities that previously served as
distributors for LaserSight’s excimer laser system in the
United States, Balance, Inc. d/b/a Bal-Tech Medical,

Sun Medicdl, Inc. and Surgical Lasers, Inc., filed a lawsuit
in the Circuit Court of the Ninth Judicial Circuit, Orange
County, Florida. The lawsuit names the Company, its chief
executive officer and vice president of sales, as defen-
dants. The lawsuit dlleges varicus claims related to the
Company’s termination of the distribution arrangements
with the plaintiffs including breach of contract, breach
of the covenant of good faith and fair dealing, tortious
interference with business relationships, fraudulent misrep-
resentation, conversion and unjust enrichment. Plaintiffs
request actua!l damages in excess of $5,000,000, punitive
damages. prejudgment interest, attorneys’ fees and
costs and other equitable relief. Management believes
that the Company has satisfied its obligations under the
distribution agreements, and that the allegations against
it are without merit and intends to vigorously defend

this lawsuit. Management believes that the outcome of
this litigation will not have a material adverse impact on
the Company’s financial condition or results of operations.
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Jarstad

In January 2002, a customer filed a lawsuit in the Superior
Court of the State of Washington in and for the County of
King. The lawsuit was subseguently remanded to federal
court. The lawsuit names the Company and an unaffili-
ated finance company as defendants, The lawsuit alleges
various claims related to the Company’s sale of a laser
system to the plaintiff including breach of confract,
breach of express warranty, breach of implied warranty,
fraudulent inducement, negligent misrepresentation,
unjust enrichment, violation of the consumer protection

. act and product liability. Plaintiffs request damages fo be
determined af frial, reimbursement for leasing fees, pre-
judgment and postjudgment interest, attorneys’ fees and
costs and other equitable relief. Management believes
that the Company has satisfied its obligations under .
the sale agreement, and that the allegations against it
are without merit and infends fo vigorously defend this
lawsuit. Management believes that the outcome of this
litigation will not have a material adverse impact on the
Company’s financial condition or results of operations.

Lease Obligations
The Company leases office space and certain equipment
under operating lease arrangements.

Future minimum payments under non-cancellable oper-
ating leases, with initial or remaining terms in excess of
one year, as of December 31, 2001, are approximated
as follows:

2002 $566,000
2003 402,000
2004 ‘ 134,000
2005 © 111,000
2006 : 65,000

Rent' expense during 2001, 2000 and 1999 was bpprox-
imately $1,168,000, $1,028,000 and $895,000, respectively.

Future minimum purchase commitments for laser related
inventory are approximately $2,700,000 cumulatively by
June 2004,

NOTE 17—SUBSEQUENT EVENT

Amended Loan Agreement

Effective February 15, 2002, the Company’s covencnfs
on the term note payable to Heller were amended to
decrease the required minimum level of net worth and
establish a minimum level of tangible net worth and
minimum quarterly revenues during 2002. In addition,
monthly principal payments of $10,000 begin in February
2002, increasing to $20,000 monthly in June 2002 and
$30,000 monthly in October 2002.
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ent Auditors” Report

The Board of Directors and Stockholders
LaserSight Incorporated:

We have audited the accompanying consolidated
bclance sheets of LaserSight Incorporated and Subsidiaries
(the Company) as of December 31, 2001 and 2000, and
the related consolidated statements of operations, stock-
holders” equity, and cash flows for each of the years in
the three-year period ended December 31, 2001. These
consolidated financial stafements are the responsibility
of the Company’s management. Qur responsibility is to
express an opinion on these consolidated financial state-
menfts based on our audits.

We conducted our audifs in accordance with auditing
standards generally accepted in the United States of
America. Those standards require that we plan and per-
form the qudit to obtain reasonable assurance about
whether the financial statements are free of material
misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures
in the financial statements. An cudit also includes assess-
ing the accounting principles used and significant esti-
mates made by management, as well as evaluating the
overall financial statement presentation. We believe that
our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements
referred to above present fairly, in all material respects,
the financial position of LaserSight Incorporated and
Subsidiaries as of December 31, 2001 and 2000, and the
results of their operations and their cash flows for each of
the years in the three-year period ended December 31.
2001, in conformity with accounting principles generally
accepted in the United States of America.

The accompanying consolidated financial statements
have been prepared assuming that the Company will
continue as a going concern. As discussed in Note 1 to
the consolidated financial statements, the Company
has suffered recurring losses from operations and has a
significant accumulated deficit that raises substantial
doubt about its ability to continue as a going concern.
Management’s plans in regard to these matters are also
described in Note 1. The consolidated financial state-
ments do noft include any adjustments that might result
from the outcome of this uncertainty.

KPrMa LP

St. Louis, Missouri
March 22, 2002
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- STOCK INFORMATION

Our Commion Stock trades on The Nasdag
Stock Market® under the symbof LASE. The -
following fable isels forth, for the fiscal quarters
indicated, the high and-low sales price for our
Common-Stock on The Nasdag Stock Market.

Fiscal 2001 ... High - Llow
First Quarfer .. .: $247 -+ 1.00
Second Quarter 3.00 1.28
Third Quarter 233 . 1.00
Fourth Quor‘rer 1.87 0.47
Fiscal 2000 High Low
First Quarter $13.00 5.50
Second Quarter 6.75 3.25
Third Quarter 5.56 3.09
Fourth Quarter 3.81 0.91

On March-29;2002, the closing sale price for our
Common Stock, on The Nasdaq Stock Market was

$0.63 per share. As-of March-29, 2002, LaserSight-had ——

" 26,554,168 shares of Common Sfock outstanding

held by-approximately 262 stockholders of record
and, to our knowledge, approximately 8,426 total
shareholders, including stockholders of record and
stockholders in “street name.”

We have never declared or paid any cash dividends

"~ on our Common Stock and do not anticipate-pay-

ing cash dividends on our Common Stock in the
foreseeable future. Our current policy is to retain all

-.. available funds and any future earnings to provide

funds for the operation and expansion of our busi-
ness. Any determinationinthe future to:pay dividends
will depend upon our financial condition, capital

.. requirements, results of operations and other factors

-deemed.relevant-by.-our Board of Directors, inciud-

. ing any. contractual or statutory. i&strictions on-our

ability topay dividend.
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